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Please state your name, position and business address.
My name is S. Bradford Rives. I am the Chief Financial Officer for Louisville Gas and
Electric Company (“LG&E”) and Kentucky Utilities Company (“KU”). My business
address is 220 West Main Street, Louisville, Kentucky.
Have you previously testified in these proceeding?
Yes. [ filed direct testimony on December 29, 2003 on behalf of LG&E and KU
(collectively “the Companies™). A statement of my qualifications is attached as
Appendix A to that testimony.
What is the purpose of your rebuttal testimony?
The purpose of my testimony is to rebut certain contentions concerning the calculation of
LG&E’s and KU’s revenue requirements raised by: (1) Robert Henkes, Michael Majoros
and Carl Weaver for the Office of the Attorney General (“AG”); (2) Lane Kollen for the
Kentucky Industrial Utility Customers, Inc. (“KIUC”); and (3) Kevin Higgins on behalf
of The Kroger Co. (“Kroger”). (The AG, KIUC and Kroger are hereafter collectively
referred to as “Intervenors.”)

Initial Comments
In their fourth set of data requests in these proceedings, Commission Staff inquired
about E.ON’s intentions for its investment in LG&E and KU, and about a Dow
Jones report that E.ON was considering possible withdrawal from the U.S. market
in connection with investment in Russia. Please comment on that inquiry.
In responding to those requests, the Companies have provided information about E.ON’s
intentions for its investment in the Companies, and have disputed the accuracy of the

Dow Jones report. Beyond that, however, [ think it is important to recognize that the
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issue in these proceedings is not the identity of the Companies’ shareholder. Instead, the
1ssue here is whether the Companies are earning a reasonable return on their investments
to serve their ratepayers. As discussed in detail in my direct testimony, the Companies
are not presently earning a reasonable return, and should be allowed the rate increases
being sought so that they can continue to effectively meet their service obligations both
now and in the future. It is not in the interests of the Companies, their ratepayers, or this
Commission for KU and LG&E to remain in the financially-weakened conditions which
presently exist. Kentucky benefits, the ratepayers benefit, and the Companies benefit if
rates are set at a level which is fair, just and reasonable, regardless of the identity or
intentions of the Companies’ owner.

Do you have any overall comments regarding the positions taken by the
Intervenors?

Yes. I find the attacks on existing settlement agreements which we have seen in these
proceedings to be very troubling. The evidence is clear that the Companies have
achieved significant savings over the years, which savings have been shared with
customers through mechanisms such as the merger and VDT surcredit mechanisms. The
handling of those surcredits were resolved by settlements through cooperation with
ratepayers and ratepayer advocacy groups such as Lexington-Fayette Urban County
Government, the AG (the representative designated to represent the interests of all
ratepayers), and Kentucky Industrial Utility Customers, Inc. However, now that the
Companies are seeking base rate increases, claims are being made that those settlements,
which were negotiated to benefit both the Companies and their ratepayers and were

unanimously entered into and approved by the Commission, should simply be
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disregarded. Such claims threaten the sound, consistent regulatory environment in
Kentucky. The Commission has long recognized that settlement of matters pending
before it can serve the public interest and conserve resources. Additionally, both the
KIUC and the AG have asserted in their data responses continued support for adherence
to all of the provisions contained in the settlement agreements. If settlement agreements,
entered into unanimously and approved by the Commission, may simply be set aside
before the end of their term, there will be no regulatory certainty derived from settlement
and thus no rational reason for any party to enter into such agreements in the future.

Have the Companies complied with the terms of the merger surcredit and VDT
settlements?

Yes. The Companies have complied with the terms of those settlement agreements, and
no party to those agreements has claimed otherwise.

How should the Commission resolve the issues regarding the merger surcredit and
VDT settlements?

The Commission should leave the settlement agreements in place as entered into by the
parties and approved by the Commission.

Do you have any other concerns regarding the positions taken by some of the
Intervenors?

Yes, I do. Many of the Intervenors, unfortunately, have taken a results-oriented approach
motivated by their objective to reduce the Companies revenue requirements to suit their
own interests or the interests of their constituents. And, as discussed more fully in the
Rebuttal Testimony of W. Steven Seelye, the Intervenors have in many instances

disregarded prior Commission precedent and practice in their quest to achieve that result.
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Such an approach lacks credibility and is also disturbing because it threatens the sound,
consistent regulatory environment which has been in place in this Commonweaith for
many years and which has operated to the benefit of ratepayers and utilities alike.

How do you recommend the Commission deal with this situation?

In calculating their revenue requirement in these proceedings, the Companies have sought
to follow established Commission precedent or, where the Commission has not
previously considered a specific issue, guidance from the Federal Energy Regulatory
Commission (“FERC”). The Commussion should follow its precedent and the guidance
from the FERC. There is no appropriate reason for the Commission to adopt Intervenor
positions which are contrary to established precedent.

Rate Base and Capitalization

In their direct testimony on behalf of the Attorney General, Carl Weaver and
Robert Henkes state that the Commission should use the lower of rate base or
capitalization in order to determine the Companies’ revenue requirements. Please
comment on that testimony.

The Companies certainly do not agree with the opinions of Dr. Weaver and Mr. Henkes
that the determination should hinge on the result which produces the lowest number.
Rather, it is the Companies’ position that their returns in these proceedings should be set
based on capitalization because capitalization reasonably represents the amount of
investment supporting the Companies’ utility operations. The Commission has
consistently set the Companies’ returns based on capitalization, and the Companies have
followed that precedent. There is no reason to deviate from the established Commission

precedent here.
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Mr. Henkes’ testimpny also states that the Companies have not presented an
adjusted original cost rate base for the purpose of determining the appropriate
return on rate base as compared to the appropriate return on capitalization. Is that
accurate?

No. In their Application, the Companies presented a reconciliation of their respective
rate bases and capitalization, as required by 807 KAR 5:001, Section 10(6)(i). There is
no requirement that a utility seeking an adjustment to rates based on capitalization
present an adjusted original cost rate base. Nonetheless, when the information was
sought in discovery, KU presented its adjusted original cost rate base in response to PSC
3-38, and LG&E presented its adjusted original cost rate base in response to PSC 3-39.

Is such a detailed inquiry into rate base even necessary in this case?

No. The Companies are seeking a return on capitalization, not on rate base, which is in
keeping with legal precedent in the Commonwealth. In the words of the Kentucky
Supreme Court, a calculation based on rate base, therefore, is simply “an after the fact

unnecessary exercise in arithmetic.” Public Service Commission v. Continental

Telephone Co., Ky., 692 S.W.2d 794, 798 (1985).

Capital Cost Rates and Capital Structure Ratios

Dr. Weaver stated in his testimony that the Companies’ capital cost rates should be
updated beyond the test year and before a final decision in these cases, and that
capital structure ratios should also be updated but only if the changes are minor.
Do you agree?

1 agree that the Companies’ cost rates and capital structure ratios should be updated

beyond the test year and before a final decision in these proceedings, consistent with past
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Commission practice. However, | do not agree that capital structure ratios should be
updated only if the changes are minor. If cost rates are updated, as the Companies and
Dr. Weaver agree should be done, then it is only reasonable to also update capital
structure ratios, regardless of whether the changes are minor in nature or not.

Mr. Kollen has stated in response to Commission Staff’s First Data Request to
KIUC, in Case Nos. 2003-00433 and 2003-00434, Item Nos. 3(a) and 5(a),
respectively, that the Companies’ capital cost rates should not be updated unless
they can justify the increased costs resuiting from the replacement of accounts
receivable securitization program with higher rate long-term debt costs. Please
comment on that position.

The capital provided by the accounts receivable securitization program was used to fund
the cash needs of the Companies, and cannot be ignored in ratemaking. The program was
terminated consistent with the January 16, 2001 Order in Case No. 2000-00490. The
Companies’ debt refinancing secured the debt at low-cost long-term rates, thereby
gaining protection against interest rate fluctuations. Accordingly, there is no basis for the
Commission to disallow a post-test year update for the change in capital cost rates.

Minimum Pension Liability

Mr. Henkes and Michael Majoros both argue that the Companies’ adjustments for
minimum pension liability (“MPL”) should be rejected. Do you agree?

No. As explained in detail in my direct testimony, the Companies’ MPL adjustment is
necessary to avoid unfair regulatory policy by reducing equity today for a loss not yet
recorded on the income statement. Such treatment of MPL has been expressly

recognized by the FERC. Specifically, on March 29, 2004, the FERC issued an opinion
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letter in Docket No. AI04-2-000 providing that jurisdictional public utilities shall
recognize a regulatory asset for their mimimum pension liability otherwise chargeable to
accumulated other comprehensive income related to its costs-based rate regulated
business segments. A copy of that opinion letter was filed in these proceedings on April
15, 2004 in the Companies’ Supplemental Response to data request PSC 3-9(b), and is
also attached as SBR Rebuttal Exhibit 1. The Companies have made an adjustment in
their accounting records consistent with the FERC mandate effective March 2004, and
will reflect that adjustment in their next quarterly filings with the Commission and FERC.
Mr. Majoros contends that the MPL adjustment should be rejected because the
Companies have already made write-downs to their common equity balance, and
proposed reversals of equity write-downs were rejected in Case Nos. 98-426 and 98-
474. Do you agree?

No. In the test periods in Case Nos. 98-426 and 98-474, LG&E and KU wrote-off the
shareholder portion of costs associated with the merger of KU Energy Corporation and
LG&E Energy Corp. As a result, LG&E’s and KU’s retained earnings were
correspondingly reduced, which in turn lowered LG&E’s and KU’s common equity
component of their capitalizations. LG&E and KU proposed to reverse this write-off by
adjustments to their common equity components of their capitalizations on the grounds
that it was a non-recurring item and for reasons related to the regulatory recognition of
the merger. The Commission’s rejection of the proposed write-down reversals was
based on its determination that write-offs were permanent and continuous in nature and
thus would have a recurring impact on LG&E’s and KU’s equity components in the

future, and for other ratemaking reasons related to the ratemaking recognition of the
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shareholders’ portion of the merger savings. The Commission’s concerns with, and
analysis of, the adjustments to capital structure in Case Nos. 98-426 and 98-474 thus have
no bearing on the need for and analysis of the MPL adjustments in these proceedings.
For all of the reasons explained in my direct testimony, the write-downs need to be
reversed so that there is equitable treatment under SFAS No. 130.

Mr. Majoros also argues that the Companies’ proposed MPL adjustment is
inconsistent with SFAS No. 71. Is there an inconsistency?

No. Indeed, as noted earlier, the FERC has resolved this issue in its March 29, 2004
opinion letter. Specifically, at page 3 of that letter, the FERC stated: “Further, the
minimum pension liability, as well as, [sic] any related regulatory asset is not amortized
over future periods. At each measurement date, the entry recorded for the previous
measurement date is reversed and the computation redone. A new minimum pension
liability and related regulatory asset would be recognized, if required, at the new
measurement date.”

Finally, Mr. Majoros contends that “it is possible the establishment of a regulatory
asset pursuant to SFAS No. 71 may give rise to a presumétion that the underlying
costs are recoverable from ratepayers without a prudence [sic] review of these costs
in the future.” Please comment on that argument.

That contention has no merit. The Companies have made no claim for such treatment,
and Mr. Majoros is merely speculating. And, as noted above, the FERC opinion letter of
March 29, 2004, which the Companies seek to have implemented here, expressly
provides that minimum pension liability and the related regulatory asset are not amortized

over future periods, but are adjusted at each subsequent measurement date.
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In response to Commission Staff’s First Data Request to KIUC, in Case Nos. 2003-
00433 and 2003-00434, Item Nos. 3(b) and 5(b), respectively, Mr. Kollen states that
he does not agree with the Company’s MPL adjustment. Please comment on that
response.

Mr. Kollen states that he does not agree with the adjustment because it creates a
mismatch between common equity and capitalization. However, Mr. Kollen then
acknowledges that the mismatch would be corrected if the Companies were allowed to
create a regulatory asset and thereby increase their per books common equity. Such a
correction of the mismatch is exactly what the FERC has stated should be done, and
exactly what the Companies are proposing in this proceeding. Mr. Kollen goes on to
state that if a regulatory asset is created, it should not be amortized. The Companies
agree, consistent with the FERC opinion letter of March 29, 2004, that the asset would
not be amortized but would be adjusted at each subsequent measurement date.

Income Tax Rate

Mr. Henkes and Mr. Majoros have recommended that the Companies’ proposed
state income tax rate of 8.25% be replaced with the effective state income tax rate
from the Companies’ most recent 2002 consolidated Kentucky corporation income
tax return. Please comment on that recommendation.

The recommendation should be rejected. The Commission has used the state statutory
tax rate in the Companies’ past rate cases, and it is important that consistent treatment be
afforded. Furthermore, the Companies’ respective effective state income tax rates in
2002 were less than the statutory rate because of credits and apportionment adjustments

from out-of-state activities, which may not be present at all or to the same extent in the
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future. The Kentucky statutory income tax rate of 8.25% 1s objective, known and
measurable, easily understood and verified, and not distorted by non-recurring items or
apportionment adjustments from out-of-state activities.

In the event the PSC nonetheless determines to use an effective income tax rate
for the Companies, it is critical that an all-inclusive effective rate be used. LG&E is
required to pay Indiana tax on a portion of its off-system sales, all of which benefit
Kentucky customers. At a minimum, the Commission should allow the recovery of these
Indiana taxes which result in an effective tax rate of 8.07% for LG&E. Similarly, KU
presently pays tax in Virginia and Tennessee in addition to Kentucky. KU's total taxable
income is apportioned for Kentucky and non-Kentucky payroll, property and receipis
factors. The Company believes that the effective state income tax rate referenced in PSC
2-15(e)(3) is distorted because it compares the total Kentucky taxes to all of KU’s taxable
income. In fact, the 2002 effective state income tax rate computed by excluding the
Virginia property, payroll, and receipts is 7.98%.

Please comment on Mr. Henkes' position concerning the use of the calculation of the
income tax liability based on the adjusted operating statement, before consideration
of taxes, and reflecting the effective tax rate.

For all of the reasons discussed above, the statutory tax rate should be used.

Revenue Conversion Factor

Please comment on Mr. Henkes' calculation of the revenue conversion factor.
The difference between the Companies' proposed revenue conversion factor and the AG's
recommended revenue conversion factor is that the Companies' proposed factor

incorporates the Kentucky state income tax rate of 8.25%, while the AG's recommended
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factor incorporates the Companies’ effective tax rates. For the reasons discussed above,
LG&E and KU believe that the Kentucky state income tax rate of 8.25% should be used
and that the AG's recommendation to use the effective Kentucky state income tax rate
should be rejected.
Interest Synchronization

Mr. Henkes criticizes LG&E’s interest synchronization adjustment as having been
calculated improperly. Was there an error in the calculation?
Yes. As LG&E stated in its response to data request AG 2-42, the Company
inadvertently failed to include interest expense on debt to associated companies and
interest costs related to the accounts receivable securitization when calculating its electric
and gas operating tax provision for the rate case test year. The Company also overstated
interest expense charged to electric and gas operations for the test year as a result of an
incorrect interest expense allocation between electric and gas. Corrected information was
provided in response to AG 2-42. As a result, the interest synchronization adjustment
should be an expense of $406,954 for LG&E’s electric operations, and an expense of
$1,027,535 for LG&E’s gas operations, as shown on SBR Rebuttal Exhibit 2.

VDT Surcredit and Shareholders’ Savings
Please describe the Value Delivery Team (“VDT?”) initiative.
Following the acquisition by Powergen, LG&E and KU undertook a Best Practices
review of their entire operations to determine whether further efficiencies or cost savings
could be achieved. On June 1, 2001, LG&E and KU filed a joint application requesting
an order approving certain proposed deferred debits and declaring the amortization of the

deferred debits to be included in the ESM calculations.
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After extensive negotiatiohs, which included the participation of the Commission
Staff, on August 31, 2001, LG&E, KU, the AG, and KIUC filed a written unanimous
Settlement Agreement along with a motion requesting the approval of the same with the
Commission in Case No. 2001-169 and in four other proceedings.!

On December 3, 2001, the Commission issued an order approving the Settlement
Agreement in its entirety. Pursuant to the Commission’s approval of the Settlement
Agreement, LG&E and KU were allowed to defer their costs to achieve the savings and
amortize them over a five-year period ending March 31, 2006. LG&E and KU also
provided to their customers forty percent of the projected savings through a VDT
surcredit rate mechanism. The VDT surcredit mechanism will continue mrough March
31, 2006, and then will be withdrawn from service. Sixty percent of the net savings were
allocated to LG&E’s and KU’s shareholders through an adjustment in the calculation of
their annual ESM filings. SBR Rebuttal Exhibit 3 is an accurate and complete copy of
the Settlement Agreement.

Q. How have LG&E and KU reflected the ratemaking treatment in their filings in this
proceeding?

A, The following shows the test year VDT savings and costs:

' In the Matter of The Annual Earnings Sharing Mechanism F: iling of Louisville Gas and Electric Company, Case
No. 2001-054; In the Matter of: The Annual Earnings Sharing Mechanism Filing of Kentucky Utilities Company,
Case No. 2001-055; /n the Matter of: Application of Kentucky Utilities Company for an Order Approving Revised
Depreciation Rates, Case No. 2001-140; In the Matter of: Application of Louisville Gas and Electric Company for
an Order Approving Revised Depreciation Rates, Case No. 2001-141; and In the Matter of: Joint Application of
Louisville Gas and Electric Company and Kentucky Utilities Company for an Order Approving Proposed Deferred

Debits and Declaring the Amortization of the Deferred Debits to be Included in Earnings Sharing Mechanism
Calculations, Case No, 2001-169.

12
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KU LG&E

Electric Gas Total
Estimated Gross Savings 16,325 33,300 8,625 41,925
Cost (Exhibit 1, Reference Schedule 11,500 23,900 6.100 30,000
1.21, Line 5)
Estimated Net Savings 4,825 9,400 2,525 11,925
Customer Share 40% (Exhibit 1, 1,930 3,760 1,010 4,770
Reference Schedule 1.21, Line 2)
Company Share 60%(Exhibit 1, 2,895 5,640 1,515 7,155

Reference Schedule 1.20, Line 1)

LG&E and KU have included the amortized costs to achieve as part of their respective
cost of service, and have proposed pro forma adjustments to increase expense to reflect
the shareholders’ sixty percent portion of the savings. In my direct testimony, I testified
that this type of an adjustment is consistent with the treatment of the shareholders’
portion of the net merger savings approved in Case Nos. 98-426 and 98-474.
In his testimony on behalf of The Kroger Company, Mr. Higgins argues that the
Commission should deny the Companies’ proposed adjustment for VDT net savings
to shareholders. Do you agree?
I certainly do not. As an initial matter, the recommendation is procedurally out of order.
These proceedings are not a reopening of the VDT matter, which was the subject of an
earlier proceeding resulting in a unanimous settlement approved by the Commission.
Kroger chose not to intervene in the VDT proceeding and should not now be permitted to
renegotiate the settlement.

The Companies’ proposed adjustment (Reference Schedule 1.20 to Rives Exhibit
1) is necessary for the shareholders to retain its 60% share of the net savings from the

VDT initiative, and is entirely consistent with the ratemaking treatment of the
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shareholders’ portion of the merger surcredit savings in Case No. 98-426 and 98-474.
And, as discussed earlier and referenced in the data responses of the KTUC and the AG,
there are severe regulatory implications in setting aside settlement agreements
unanimously entered into by the parties and approved by the Commission.

Please discuss Mr. Higgins’ proposal to discontinue the VDT surcredit.

Mr. Higgins asserts that discontinuation of the surcredit would be “revenue neutral” to
both the Companies and their ratepayers, as long as a corresponding adjustment is made
to the Companies’ revenues. While it is true that discontinuation of the surcredit with a
corresponding pro-forma increase to test year revenues would generally have no impact
on the revenues of the Company, removal of this line item credit from customer bills will
confuse customers who will likely believe that value has been taken from them.

It 1s mmportant to distinguish this recommendation to discontinue the VDT
surcredit from Mr. Higgins’ recommendation that the Companies’ pro-forma adjustments
for the shareholders’ portion of the VDT savings be denied. The latter recommendation
is in direct conflict with the unanimous settlement agreement on this matter that provided
for a 60/40 sharing between shareholders and customers of the net VDT savings. Rather,
it would provide customers with 100 percent of the VDT savings after the Companies had
made a $196 million investment to reduce costs, reached a written unanimous settlement
agreement with the principal consumer groups, including the AG and, applied for and
obtained the approval of the Settlement Agreement from the Commission through a
written order for a term of 60 months. Mr. Higgins® proposal is a punitive form of

regulation. The Commission should reject Mr. Higgins’ recommendation.
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Please comment oo KIUC’s recommendation for an adjustment to reflect the
“failure to achieve labor savings from VDT.”

KIUC’s witness, Mr. Kollen, has recommended the Commission disallow at least fifty
percent of what he calls the “net harm™ to ratepayers based on his contention that LG&E
and KU failed to achieve the labor savings from the VDT management initiative. The
Companies dispute his assertion that the VDT initiative has failed to achieve the
estimated savings and ask the Commission to reject his recommendation.

Please comment on Mr. Kollen’s analysis of the labor savings reflected in the
Companies’ filings cdmpared to costs incurred in 2000, the year prior to the
implementation of the VDT.

First, the Companies stated in discovery requests that they were not specifically tracking
savings. See LG&E and KU Response to KIUC’s First Data Request dated August 31,
2001, Case No. 2001?169, Question No. 11. Second, Mr. Kollen’s analysis is restricted
only to labor expenses. The VDT initiative, however, was not so limited and also
included other operation and maintenance savings and fixed charge savings. This is
documented in the discovery responses in Case No. 2001-169. By limiting his analysis to
include only labor savings, Mr. Kollen has biased the result he intended to achieve.
Third, Mr. Kollen’s analysis gives no consideration to increases in labor and benefit rates
and other costs since 2000. Such increases have partially masked the VDT savings when

reviewing total expenses but do not mean that the anticipated savings were not achieved.

Have the Companies prepared an analysis which adjusts for these noted limitations

in Mr. Kollen’s analysis?
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Have the Companies prepared an analysis which adjusts for these noted limitations
in Mr. Kollen’s analysis?

Yes. SBR Rebuttal Exhibit 4 contains such an analysis. This analysis begins with
operations and maintenance expenses of the Companies in 2000, the year prior to
implementation of the VDT initiative. The use of total operations and maintenance
expenses, rather than simply using labor, is not only consistent with the intended VDT
savings, it also removes the shortcoming in Mr. Kollen’s analysis because it considers all
related employee costs as well as other operating costs including the use of contractors.

Operations and maintenance expenses for 2000 were then escalated by the
appropriate escalation factors to derive projected operations and maintenance expenses as
if the VDT initiative had not been undertaken — see line item “Projected O&M Without
VDT Initiative”. This amount was reduced by the estimated VDT savings. The
amortization of the costs to achieve these savings was added back to derive the “Target
O&M?” result for the test year. In addition, the components of VDT savings which are
reflected in line items other than operation and maintenance expenses in the Companies’
income statements were added back to derive a true Target O&M.

Other significant incremental expenses that occurred subsequent to the VDT
initiative and which have served to offset some of the VDT savings in the Companies’
net operating income results were then added in order to reconcile Target O&M to
“Actual O&M” as recorded by the Companies. There are many other such items that
could have been considered here; however, I wanted to keep the analysis as simple as

possible to illustrate the point that the VDT savings have been achicved.

16



What did the resulis of your analysis indicate?

The fact that “Other (net incremental savings)” is a negative number for both of the
Companies for the test year demonstrates that, absent these incremental expenses, the
targeted VDT savings were achieved. As a result, Mr. Kollen’s claims are not accurate
and his recommended adjustment in this proceeding should be denied.

Does this conclude your testimony?

Yes.

17



VERIFICATION
COMMONWEALTH OF KENTUCKY )
COUNTY OF JEFFERSON ; o
The undersigned, S. Bradford Rives, being duly sworm, deposes and says he is the Chief
Financial Officer for Louisville Gas and Electric Company, that he has personal knowledge of
the matters set forth in the foregoing testimony, and the answers contained therein are true and
correct to the best of his information, knowledge and belief.

S. BRADFORD RIVES

Subscribed and sworn to before me, a Notary Public in and before said County and State,

this Qg 5 day of April 2004.
WM %My\ (SEAL)

Xo ryP

My Commission Expires:

Notary Public, State.at Large, KY
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In Reply Refer To:
OED-DRAP
Docket No. A104-2-000

March 29, 2004
Recognition of a Regulatory Asset for Minimum Pension Liability

TO ALL JURISDICTIONAL PUBLIC UTILITIES AND LICENSEES, NATURAL
GAS COMPANIES, AND OIL PIPELINE COMPANIES

The generally lower interest rate environment of recent years and decline in value
of assets set aside to meet pension obligations has resulted in many FERC
jurisdictional entities recognizing a minimum liability for employee pension
obligations. The Commission has received a number of requests for guidance on
whether a regulatory asset should be recognized for some or all of the charge to other
comprehensive income that is made at the time the minimum pension obligation is
recognized. The following discussion responds to these requests.

Facts: An entity provides pension benefits to its employees under a defined
pension benefit plan and recognizes pension expense (i.c. net periodic pension cost) for
financial accounting and reporting purposes in accordance with Statement of Financial
Accounting Standards No 87. (SFAS No. 87)." The rates the entity charges for
services provided by a segment of its business are regulated by a third party regulator
and are determined on the basis of the entity’s costs. Development of the rates to be
charged for services provided by this business segment include an allowance for
employee pension benefits and the amount of that allowance is based on net periodic
pension cost determined in accordance with SFAS No. 87. As a result of a decline in
the value of its pension fund assets and an increase in the accumulated pension benefit
obligation due to lower interest rates used to estimate that obligation on a present value
basis, the entity determines that its accumulated pension benefit obligation exceeds the
fair value of the assets set aside to meet that obligation. Consistent with the
requirements of SFAS No. 87, the entity records a minimum pension liability for the
amount of such excess.

! Financial Accounting Standards Board Statement of Financial Accounting
Standards No 87, Employer’s Accounting for Pensions
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Question: At the time the entity recognizes its minimum pension liability in
accordance with SFAS No. 87, should it recognize a regulatory asset for the amount of
the liability otherwise chargeable to accumulated other comprehensive income that
relates to its cost based rate-regulated business segment?

Response: The cost of pension benefits provided to employees under a defined
pension benefit plan are recognized as an expense at the time the employee provides
related employment services. SFAS No. 87 contains a delayed recognition feature.
This means that changes in the pension obligation and the value of assets set aside to
meet these obligations are not recognized when they occur but are recognized
systematically and gradually over subsequent periods. > An entity that determines its
pension allowance included in its costs based regulated rates on the basis of SFAS
No. 87 adopts that same delayed recognition feature for ratemaking purposes. That is,
changes in the pension obligation and assets set aside to meet those obligations are not
included in rates when they occur but rather are included in rates systematically and
gradually in subsequent periods. The recognition of a minimum pension liability
which would otherwise be charged to accumulate other comprehensive income
therefore constitutes a measurement of the changes in pension obligations and the
value of plan assets that are to be included in the determination of rates in subsequent
periods in so far as they relate to the cost based rate regulated segment of the entity.

Under the Commission’s accounting requirements regulatory assets are to be
established for those charges that would have been included in net income or
accumulated other comprehensive income determinations in the current period under
the general requirements of the Uniform System of Accounts but for it being probable
that such items will be included in a different period(s) for purposes of developing
rates that the utility is authorized to charge for its utility services.

Therefore, in the circumstances described above and provided that it is probable
that the pension allowance to be included in rates in future periods will continue to be
calculated on the basis of SFAS No. 87, entities shall recognize a regulatory asset for
the minimum pension liability otherwise chargeable to accumulated other
comprehensive income related to its cost based rate regulated business segments.

? Ibid. (See: Summary - Fundamentals of Pension Accounting)
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Further, the minimum pension liability, as well as, any related regulatory asset is
not amortized over future periods. At each measurement date, the entry recorded for
the previous measurement date is reversed and the computation redone. A new

minimum liability and related regulatory asset would be recognized, if required, at the
new measurement date.

This guidance is for accounting purposes only and does not limit the Commission
from reviewing the reasonableness of the elements of pension expense included in
future rate proceedings before the Commission.

John M. Delaware
Deputy Executive Director
And Chief Accountant
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Rives Exhibit 1

Reference Schedule 1.37
Sponsoring Witness: Brad Rives

LOUISVILLE GAS AND ELECTRIC COMPANY

Calculation of Current Tax Adjustment Resulting
From "Interest Synchronization"

. Adjusted Capitalization - Exhibit 2

. Weighted Cost of Debt

. "Interest Synchronization"

. Interest per books (excluding other interest)
. "Interest Synchronization" adjustment

. Composite Federal and State tax rate

. Current tax adjustment from "Interest
Synchronization"

Revised Relvised
Electric Gas
$ 1,485,701,357 $ 312,142,752
1.63% 1.63%
24,216,932 5,087,927
23,208,685 2,542,160
(1,008,247) (2,545,767}
40.3625% 40.3625%
h (406,954) $ (1,027,535)
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Louisville Gas & Electric Company
VDT Savings Analysis
¥ Miltions
Test Year
2000 Ended $/30/03
Actual Escalated
tper PSC1-22 (b} and (c)
O&M Expense Analysis:
Power Production - Labor 36.3 40.5
Pawer Production - Non Labar 45.0 48.5
Power Production ' 81.3 88.9
Distribution - Labor 13.4 4.9
Distribution - Non Labor 108 11.3
Distribution 239 26.3
Transmission - Labor 1.8 2.0
Transmissicn - Non Labor 65 7.0
Transmission B.2 9.1
Customer Accounts and Sales - Labor 8.0 0.0
Customer Accounls and Sales - Non Labor 55 5.8
Customer Accounts and Sales 14.5 5.9
Gas Business - Labor 10.7 11.8
Gas Business - Non Labor 135 14.6
Gas Operations? 24,2 26.5
Admin and General - Labor 15.1 16.8
Admin and General - Nan Labor {excludas Labor and Banefits) 253 27.3
Adminstrative and General {excludes Benefits) A0.4 44.1
Benefits (FERC accourt 826 - see altached page 5 of Rivas Exhibil 4 for calgulation of lest yaar) 7.3 36.6
Projected O&M Without VDT Initiative 189.8 247.4
Less Gross VDT Savings (per Setiement Agreement} (41.9)
Add Payroll Tax Component of VDT Savings 4 16
Add Fixed Charge Gomponent of VDT Savings  (per Joint appiicationy® 2.4
Add VDT Cost Amortization (per Setiement Agresmant) 30.0
Target O&M 239,
Significant Expense Additions Post-VDT:
MISC Expenses ratlached page 3 of Rivas Exhibil 4 18.6
Expanded DSM Program (atlached page 3 of Rives Exhibit 4) 33
Incremental (> CPI) Property Insurance INCrease  (attached page 3 of Rives Exiblt 4) 34
E.W. Brown Legal EXpenses (perdirect lssimony Rives Exhibil 1 Referance Schedule 1.27) 2.2
Increase in Uncollectible ACCOUNtS  (attachad page 3 of Rives Exhibit 4) 1.3
Incremental (> CPI) Lime Cost InCrease (atiached page 3 of Rives Exhibi 4) 1.3
| OCther (Net Incremental Savings) (0.9
Actual O&M 199.8 268.7
[Escalation Notes:
Labor expenses were escalaled by the average salary increases shown in PSC1-23d as follows:
12{31/03 Employees
Por 2000 Form 10-K 2001 2002 Test Year
Union {60%) 1,192 4.7% 4.7% 3.0%
Nen-Union (40%) 811 3.5% 4.1% 3.6%
Weighted Average Salary increasa J2_.003 4,2% 4.5% 3.2%

Non-Labor expenses were escalated at the CPI-All Urban Consumers Index {see direc) lestimony Rivas Exhibit 1 Reference Schedule 1,14 for CP factor)

2000 Test Year
Actual Benefits (FERC Account 526 - per PSC1-23b) 7.3 219
/ Aclual Straight Time Labar (see altached page 4 of Rives Exhibit 4) 68.2 45.8
Benefit Rate 10.85% 47 76%

Benafit Expenses were escataled based on the product of straight time labor (escalated from 2000) and the annual benefil rata shown below:

"Excludes Fue! and Purchased Power.
Excludes Gas Supply Expenses.
*Reflects Adminisirative and General axpenses for both electric and gas operafions.

*Must add back 1o derive targed O&M as payroll taxes are included in Proparty and Other Taxes on the income slatement

Amount computed as 7.65% x (escalated lest year labor above - aclual test year labor per PSC1-23c)
*A small portion of the projected savings were to be achieved through fixed charge savings rather than O&M.

Fixed Charge Savings per Joint Application - 2003 4.0
Fixed Charge Savings per Joint Application - 2002 V7
Test Year

LG&E Percentage Par Joint Application

x 812 3.0
x 312 0.4
34

x

68.87%

2.4
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Kentucky Utilities
Jurisdictional VDT Savings Analysis
$ Mittions
Test Year
2000 Ended 9/30/03
Actual Escalated
{per PSC1-23 {b) and (¢}
CO8&M Expense Analysis:
Power Proguclion - Labor 262 291
Power Proguction - Non Labor 254 27.3
Power Production’ 51.5 56.4
Distribution - Labor 14.8 18.5
Distribution - Nen Labor 1.3 12.2
Distribution 26.1 28.7
Transmission - Labor 23 25
Transmission - Noen Labor 5.4 5B
Transmission 7.7 8.4
Customer Accounts and Sales - Labor 1.3 126
Customer Accounts and Sales - Non Labor 9.9 10.7
Customer Accounts and Sales 21.2 233
Admin and General - Labaor 11.3 126
Admin and General - Non Labor ’ 23.2 250
Adminstrative and General 34.5 37.8
Benefits (FERC account 926 - see attached page 5 of Rives Exhibit 4 for calcutation of test year) 8.0 22,6
Projected O&M Without VDT initiative 149.0 176.9
Less Gross VDT Savings (per Settlement Agreement) {16.3)
Add Payroll Tax Component of VDT Savings 2 0.8
Add Fixed Charge Component of VDT Savings {per Joint appicatan)® [oRz]
Add VDT Cost Amortization (per Setiement Agreement) 11.5
Target O&M 173.8
Significant Expense Additions Post-VDT:
MISO Expenses (atiached pags 3 of Rives Exhibit 4} 6.5
Expanded DSM Program (atached page 3 of Rives Exhibit 4) 2.9
Incremental (> CPl) Property Insurance Increase (attached page 3 of Rives Exhibi 4) 42
EW. Brown Legal Expenses (per direct testimony Rives Exhibit + Reference Schedule 1.27) a1
Increase in Uncollectible AGcounts (attached page 3 of Rives Exhibit 4) 07
ice Storm Expenses ( per direct testimony Rives Exhibit 1 Referance Schedule 1.31) 6.6
| Other (Net Incremental Savings) (1 g)]
Actual O&M 196.6
Escalation Notes:
Labor expenses were escalated by the averape salary increases shown in PSC1-23d as follows:
12/31/03 Employees
Per 2000 Form 10-K 2001 2002 Test Year
Unian {15%) 221 3.5% 3.5% 3.0%
Non-Union (85%) 1,254 3.0% 4.0% 4.0%
Weighied Average Salary Increase 1,475 3.1% 3,8% 3%

Non-Labor expenses were escalated at the GPI-Al' Urban Consurmers Index (see direct testimony Rives Exhibst 1 Reference Schedule 1.14 for CPI factor).

Benefit Expenses were escalated based on the product of straight time labor (escalated from 2000} and the annual benefit rale shown below:

2000 Test Year
Actual Benefits [FERC Actount 926 - per PSG1-23b) 8.0 17.6
/ Actual Straight Time Labonsee attached page 4 of Rives Exhibit 4) 43.2 37.3
Benefit Rate 18.49% 46.97%

'Excludes Fuel and Purchased Power.

*Must add back to derive targed O&M as payroll taxes are included in Property and Other Taxes on the income statement.
Amount computed as 7 $5% x (escalated test year labor above - actual test year labor per PSC1 -23c).

*n small portion of the projected savings were (o be achieved through fixed charge savings rather than O&M.

Fixed Charge Savings per Joint Application - 2003 4.0 x 9112 30
Fixed Charge Savings per Joirt Application - 2002 1.7 x 312 0.4
Test Year 34

KU Percentage Per Jaint Application X 30.43%
Jurisdictional Percentage Per Joint Application X 88.21%

0.9
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Supporting Calcuiations

Significant Expense Additions Post-VDT
$ Mitlons
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MISO EXPENSES
MISO Expenses per PSC2-16(j)(1)

Reconcile Payments to Booked Expense  (see icoinote 1o PSC2-18() 13}

Less Amount Paid under Schedules 1, 2, 7, 8 and 11
Add Amount Booked in FERC Account No, 565

Total Company
X Jurisdictional Percentage

Jurisdictional MISO Expenses

EXPANDED DSM PROGRAM
DSM Expenses Per Rives Exhibit 1 Reference Schedule 1.08

DSW Expenses in 2000:
Account No. 808002
Account No. 908005
Total
x CPI Escalation Factor
DSM Expenses 2000 Escalated

Test Year vs. 2000 Escalated

INCREMENTAL PROPERTY INSURANCE INCREASE
Test Year Property Insurance Per PSC1-23(b):
Electric (page 3 of 6)
Gas {page 6 of 6}
Total Test Year

Year 2000 Property Insurance Per PSC1-23(b):
Electric (page 3 of 6)
Gas (page 6 of 6)
Total Test Year
x CPI Escalation Factor
Year 2000 Escalated

Test Year vs. 2000 Escalated

INCREASE IN UNCOLLECTIBLE ACCOUNTS

Test Year Actuals (per PSC1-23b):
Electric (FERC Account 804, per PSG1-23b p. 3 of 8}
(388 (FERC Account 804, per PSC1-23b, p. § of 6)
Total

Year 2000 Actuals (per Psc1-23i0))
Electric (FERC Account 804, per PSG1-23b p 3018}
Gas (FERC Account 804, per PSC1-23b, p. § of 8)
Total
x CPI Escatation Factor
Year 2000 Escalated

Test Year vs. 2000 Escalated

INCREMENTAL LIME COSTS
Test Year Actuals

2000 Actuals
x CPI Escalation Factor
2000 Escalated

Incremental Lime Costs

KU  LGAL
73 197
(3.7 (17.0)
46 159
82 188
79.47%  N/A

65  18.6
KU LGAE
29 4.8
0.0 0.6
0.0 0.8
0.0 14
1078 1.078
0.0 15
2.9 33
KU LG&E
5.2 44
N/A 0.1
52 45
1.0 1.0
N/A 0.1
10 1.0
1.078_ 1.078
13 11
4.2 3.4
KU LG&E
18 31
N/A 1.2
18 43
1.0 22
0.6

1.0 2.8
1076 1.078
11 30

—y

C.7 13

LG&E

B.4

6.6

1.078

7.1

13




VDT Savings Analysis

Breakdown of Labor Per PSC1-23(c)

$ Millions

ACCOUNT TYPE

Power Production

Power Production

Power Production

Distribution

Distribution

Distribution

Transmission

Transmission

Transmission

Gas Operations

Gas Operations

(Gas Operations

Customer Accounts and Sales
Customer Accounts and Sales
Customer Accounts and Sales
Admin and General

Admin and General

Admin and General

EXPENDITURE TYPE

Straight Time
Over Time
Overheads
Straight Time
Over Time
Qverheads
Straight Time
Over Time
Overheads
Straight Time
Qver Time
Overheads
Straight Time
Over Time
Overheads
Straight Time
Over Time
Overheads

Total Company Labor Expense Per PSC1-23{c)

Straight Time Component
Jurisdictional %

Jurisdictional Straight Time

SBR Rebuttal Exhibit 4

Page 4 of 5
KU LG&E

2000 TESTYEAR 2000 TESTYEAR
20.0 18.4 25.7 19.5
3.2 3.0 5.9 3.7
7.5 5.7 4.8 5.2
10.1 7.3 9.5 6.3
24 47 2.3 1.5
34 2.6 1.6 17
1.9 24 1.9 1.1
0.1 0.1 0.1 0.1
0.8 0.7 -0.1 0.3
N/A N/A 8.2 6.5
N/A N/A 0.8 0.9
N/A N/A 1.7 1.7
9.0 6.5 6.7 4.3
0.3 0.2 0.3 0.2
2.8 1.9 1.9 1.2
8.1 7.1 16.2 8.1
0.2 0.1 0.3 0.1
4.8 10.7 -1.4 12.3
74.6 71.4 86.2 74.7
49.1 41.7 68.2 45.8
88.06% 89.51% 100.00% 100.00%
43.2 37.3 68.2 45.8




VDT Savings Analysis

Escalation of Benefits
$ Millions

Straight Time Labor in 2000

Escalation Factors:

2001 X
2002 X
Test Year X

Escalated Straight Time Labor
Actual Benefit Rate

Escalated Benefits

SBR Rebuttal Exhibit 4
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KU LG&E

432 68.2
1.031 1.042
1.039 1.045
1.039 1.032
48.1 76.6
46.97% 47.76%
22.6 36.6
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Please state your name, position and business address.
My name is Valerie L. Scott. 1 am the Director, Financial Planning and Accounting -
Utility Operations for Louisville Gas and Electric Company (“LLG&E”) and Kentucky
Utilities Company (“KU”) (collectively “the Companies™). My business address is 220
West Main Street, Louisville, Kentucky.
Have you previously testified in this proceeding?
Yes. 1 filed direct testimony in this case on December 29, 2003 on behalf of LG&E and
KU. A statement of my professional history and education was attached as Appendix A
to that testimony, as well as to KU’s response to PSC 2-16(m) and LG&E’s response to
PSC 2-16(0).
What is the purpose of your testimony?
The purpose of my testimony is to rebut certain contentions concerning the calculation of
LG&E’s and KU’s revenue requirements raised by: (1) Robert Henkes and Michael
Majoros for the Office of the Attorney General {(“AG”); (2) Lane Kollen for the Kentucky
Industrial Utility Customers, Inc. (“KIUC”); (3) Thomas Prisco for the United States
Department of Defense (“DOD”), and (4) Kevin Higgins on behalf of The Kroger Co.
(“Kroger”).

Annualized Depreciation Expense
Does LG&E object to the annualized depreciation expense proposed by Mr. Henkes
as shown on Schedule RJH-8 for LG&E’s electric operations, and Schedule RJH-8
for LG&E’s gas operations?
Yes. Both schedules, according to Mr. Henkes, reflect the difference between the new
depreciation rates proposed in this case by LG&E and those recommended by Mr.

Majoros, as applied to the depreciable plant in-service balances at the end of the test year.
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For the reasons stated in Mr. Robinson’s Rebuttal Testimony, the depreciation rates

recommended by Mr. Majoros are not reasonable and should be rejected.

Does KU object to the annualized depreciation expense proposed by Mr. Majoros as

shown on Exhibit _ (MJM-7) for KU’s electric operation?

Yes. The schedule, like the schedule presented by Mr. Henkes, reflects the difference
between the new depreciation rates proposed in this case by KU and those recommended
by Mr. Majoros, as applied to the depreciable plant in-service balances at the end of the
test year. For the reasons stated in Mr. Robinson’s Rebuttal Testimony, the depreciation
rates recommended by Mr. Majoros are not reasonable and should be rejected.

Do you agree with Mr. Prisco’s recommendation that the Commission reject
LG&E’s current depreciation study on the grounds that it is premature under the
terms of the Value Delivery Team (“VDT”) Settlement Agreement approved in Case
No. 2001-00141 (“VDT Settlement Agreement™)?

No. The Department of Defense elected not to intervene in, and therefore was not a party
to the VDT Settlement Agreement, and thus should not now be allowed to renegotiate
that settlement. Importantly, no party to the VDT Settlement Agreement has argued that
LG&E’s current depreciation study is inconsistent with that agreement. Indeed, the AG
has offered a new depreciation study in this proceeding as well.

In any event, LG&E’s submission of a depreciation study in this proceeding is
consistent with the terms of the VDT Settlement Agreement, which provided for a new
study of its depreciation rates to be completed no later than calendar year 2004 based on
its plant-in-service as of December 31, 2003. The defining limit on the commitment in

the VDT Settlement Agreement was the timing of another study {e.g., “no later than
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calendar year 2004”), and not the timing of the plant-in-service date. Thus, the
depreciation studies offered by the Companies in these proceedings are timely and
comport with the requirements contained in the VDT Settlement Agreement.

Mr. Prisco has also testified that depreciation issues should generally be excluded
from base rate proceedings. Please comment on that position,

A rate proceeding 1s certainly the appropriate forum for the Commission to consider a
change in depreciation rates, because the proceeding involves the review of all significant
components of net operating income. Indeed, the Commission has considered
depreciation issues in the context of base rate proceedings in the past. See ¢.g., /n the
Matter of: Adjustment of Gas Rates of The Union Light, Heat and Power Company, Case
No. 2001-00092, Order of January 31, 2002. And, as a matter of economy for the
Commission, its Staff, the Companies’ ratepayers, and the Intervenors, the Companies’
depreciation rates should be considered in these proceedings rather than being deferred
for consideration in later, separate proceedings.

Promotional Expenses

Please comment on the promotional expense adjustments propoesed by Mr. Henkes
for LG&E’s electric and gas operations.

LG&E does not object to Mr. Henkes’ recommendation that $22,699.00 in Account
#909001 and $3,119.00 in Account #909002 be disallowed from LG&E’s calculation of
the revenue requirement for its electric operations or $9,272.00 in Account No. 909001
and $1,274.00 in Account No. 909002 be disallowed from the calculation of LG&FE’s
revenue requirement for its gas operations. However, LG&E does object to Mr. Henkes’
recommendation to disallow the following expenses from the calculation of its electric

and gas revenue requirements:
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Electric Gas

Account #912001 $13,177.00 $5,382.00

Account #912005 $51,455.00 $21,017.00

The expenses m account 912001 are related to economic development and
produce a “material benefit” as envisioned under 807 KAR 5:016. These expenses are
incurred in assisting and attracting employers to the Commonwealth who are “selecting”
the location of their facility, not their electric supplier. The Companies work closely with
state and local governments to encourage the relocation of businesses and expansion of
existing businesses.

These expenses should not be at issue as they are reasonable and typical of the
type of expenses incurred for economic development activities and produce a material
benefit to the Commonwealth and its citizens. Expansion of existing manufacturing
facilities and the attraction of new businesses increase the number of jobs and the amount
of potential taxes available for state government. Furthermore, in approving the
Powergen and E.ON transactions, the Commission required the following commitment:

E.ON and Powergen commit to maintaining LG&E’s and KU’s

proactive stance on developing economic opportunities in

Kentucky and supporting economic development ... throughout
LG&E’s and KU’s service territories.

In the Matter of: Joint Application for Transfer of Louisville Gas and Electric Company

and Kentucky Utilities Company in Accordance with E.ON AG's Planned Acquisition of

Powergen plc, Case No. 2001-104 (Order of August 6, 2001); In the Matter of: Joint

Application of Powergen plc, LG&E Energy Corp., Louisville Gas and Electric
Company, and Kentucky Ulilities Company for Approval of a Merger, Case No. 2000-

095 (Order of May 15, 2000). Economic development expenses are an appropriate part
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of the Companies’ cost of providing service to their customers, and inclusion of their
expenses as part of their cost of service for ratemaking purposes is consistent with the
fulfillment of this commitment.

Economic development expenses were not removed in LG&E’s Case No. 98-426
or KU’s Case No. 98-474, and although such expenses were disallowed in LG&E’s last
gas base rate case, Case No. 2000-080, the Companies recommend the Commission
include the economic development expenses here as a matter of sound regulatory policy
consistent with 807 KAR 5:016 and its requirement for the Companies to support
economic development.

The expenses charged to account 912005 are for customer satisfaction surveys
and utility industry research which help the Companies provide better service to their
customers. These expenses should be allowable in determining basec rates since they
benefit the Companies’ ratepayers as evidenced by the Companies’ multiple J. D. Power
awards.

Rate Case Expenses

Please comment on Mr. Henkes’ contention that the Commission should not rely on
the rate case expense estimates that have been presented by LG&E in its electric
and gas rate cases.

First of all, Mr. Henkes concurs that there should be an adjustment to recognize rate case
expenses in the Companies’ revenue requirements. Contrary to Mr. Henkes’ contention,
LG&E and KU are not requesting the recovery of the estimated cost of the rate case
expenses. As explained in my direct testimony, LG&E and KU used the estimate only
for the purpose of calculating the revenue requirement at the time of filing their

applications. Pursuant to established Commission policy, LG&E and KU are requesting
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recovery of their actual rate case expenses in these cases. Therefore, Mr. Henkes’
concern is misplaced. Since filing their applications, LG&E and KU have provided the
Commission, in response to PSC 1-57 and the monthly updates thereto, their actual rate
case expenses. It is well established under Commission policy' that rate case expenscs
are to be included as part of a utility’s cost of service. VLS Rebuttal Exhibit 1 shows the
actual rate case expenses incurred by LG&E and KU to date.

Normalization of Expenses

Please comment on the recommendations of Mr. Henkes and Mr. Prisco concerning
normalization of injuries and damages expense.

Mr. Henkes agrees with LG&E’s proposed injuries and damages expense normalization
adjustments for electric and gas revenue requirements with one exception. Mr. Henkes
recommends that the five-year CPl-adjusted average should be moved forward by
approximately one year, so that the five-year period begins with 1999 and ends with the
test year. Mr. Prisco, for the DOD, appears to concur with Mr. Henkes and further
recommends that the inflation adjustment not be used.

The methodology used by the Companies to compute the average injuries and
damages expenses is similar to the AG’s approach in LG&E’s last gas rate case. The
Companies excluded the test year expense in order to avoid over-weighting the three-
month period ending December 31, 2002. By including the test year in the five-year
average, this three-month period would have been included in both the 2002 and the test

year results. While the Commission has approved the inclusion of the test year amounts

' In the Matter of> An Adjustment of the Rates of Delta Natural Gas Company, Inc., Case No. 99-176, Order, rp-
18-21 (December 27, 1999).
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as part of the calculation of the normalization of the storm damage expense in Case No.
98-426, that calculation uses a ten-year average, adjusted for inflation.

LG&E and KU believe that the use of a multi-year normalization of expenses is
appropriate. The use of a longer historical period in the normalization of expenses such as
injuries and damages, as adjusted for inflation, results in a better representation of normal
expenses. To resolve this dispute, the Companies recommend the pro forma adjustment
for Account No. 925, Injuries and Damages, be calculated consistently with the
methodology used to calculate their storm damages adjustment. VLS Rebuttal Exhibit 2
shows the injuries and damages expense normalization adjustment calculated using a ten-
year average, including the test period, adjusted for inflation. These amounts are taken
from KU’s and LG&E’s Data Responses to PSC 2-16(g)(4). The methodology used for
calculating the normalization adjustment for injuries and damages expense should be
consistent with the calculation of storm damages. Thus, LG&E and KU recommend the
normalization of injuries and damages be based on a ten-year average, adjusted for
inflation.

Do you agree with Mr. Prisco’s recommendation concerning the pro forma
adjustment for storm damage?

No. The Commission has authorized the normalization of a ten-year period in the past.
Commission’s Order of December 21, 1990, Case No. 90-158, p. 30. Mr. Prisco has not
presented any justification for departing from this established policy of the Commission
and has not shown how technology and enhanced productivity eliminate the need to

adjust for inflation.
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The merger of LG&E Energy Corp. and KU Energy Corporation did not diminish
the geographical service territories of LG&E and KU. In fact, the service territories
remain essentially the same after the merger, but contain a greater number of customers.
Although the merger allowed either utility to draw more readily on assistance from the
other in terms of access to a trained workforce to respond to storms, the merger did not
diminish the frequency of storms or the nature, type and volume of resources which must
be devoted to restoration efforts following a storm. Specifically, the merger had no
impact on the number of line crews it takes to restore power lines after a storm. The cost
of repairing the damage from storms is still incurred, just as it was before the merger.

Miscellaneous Expenses Adjustments

Please comment on the recommendation of Mr. Henkes concerning LG&E’s
adjustments to miscellaneous expenses.

Mr. Henkes has recommended several minor adjustments to test year expense in his
Miscellaneous Expenses Adjustment to the calculation of the revenue requirement for
LG&E’s electric and gas operations. LG&E objects only to Mr. Henkes’ adjustment
relating to expenses associated with employee gifts, award banquets and social expenses.
These expenses should be charged to ratepayers because they are prudent and reasonable
expenses associated with rewarding employees in connection with the Companies’ safety
programs and professional achievements or accomplishments. They contribute to the
morale of employees and provide incentives for high levels of performance. Customers
benefit from an efficient, motivated workforce. Such expenses are typically incurred by

other companies and are not unusual or unreasonable in any way.
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Pension and Post-retirement Benefit Expenses

Please comment on the recommendations concerning the Companies’ pension and
post-retirement benefit expenses adjustments.

Mr. Kollen, Mr. Prisco and Mr. Majoros have each recommended the Companies’
adjustments be rejected. As explained in my direct testimony, the adjustment for pension
and post-retirement expenses is necessary to annualize the test period ended September
30, 2003 to reflect the 2003 known and measurable pension and post-retirement expenses
calculated by Mercer. The adjustment is no different in concept or purpose than the labor
adjustment proposed by LG&E and KU in these cases.

Do LG&E and KU agree with the recommendation of Mr. Kollen regarding the
annualization adjustment to pension and post-retirement benefit expenses?

No. Mr. Kollen recommends the Commission not allow the annualization adjustment to
increase pension and post-retirement benefit expenses on the grounds that it is a selective
post-test year adjustment, that the actuarial calculations relied upon by the Companies are
not known and measurable, and that the actuarial calculations cannot be verified based on
the schedules provided in response to discovery. His contentions are without merit.

Mr. Kollen misinterprets the Companies’ pension and post-retirement benefit
expense adjustment. His contention that “[t]he Company proposes a selective post test
year adjustment to increase its pension and post-retirement benefit expense to projected
2004 levels” at page 16, line 1-2 of his testimony is simply wrong. This adjustment is not
an out of period adjustment. Specifically, LG&E and KU are not proposing an adjustment
of their pension and post-retirement benefit expense to projected 2004 levels. The

adjustment merely annualizes pension expense based on 2003 levels for the test period.
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In other words, the adjustment is annualizing the test year amounts to reflect the 2003
actuarial calculations of pension expense. Therefore, the adjustment is not, as KIUC
contends, a selective post-test year adjustment.

Furthermore, the actuarial calculations relied upon by the Companies are known
and measurable because they reflect the recorded pension and post-retirement benefit
expenses for the nine months of 2003 that is in the test period. Mercer, a firm of long-
standing, professional competence and reputation in the field of actuarial analysis and
evaluatton, prepared the actuarial calculations. Mercer’s actuarial calculations have been
used by LG&E and KU and many other utilities for years in booking pension and post-
retirement benefit expenses. The Commission has approved LG&E’s pension and post-
retirement benefit expenses in the last three rate cases based upon the actuarial
calculations provided by Mercer.

Because the actuarial calculations are shown in the schedules provided in
response to discovery, in both in the disclosure statements and the actuarial studies, the
adjustment can be verified to the actuarial calculations. The Companies have filed the
2003 and 2002 studies prepared by Mercer in their responses to PSC 2-16, KIUC 2-6
(LG&E), and KIUC 2-18 (KU).

Finally, Mr. Kollen, at page 17, lines 10-14, asserts that the Companies were
incotrect in stating, in response to PSC 2-16(e), that “actuarial reports from Mercer for
the fiscal year ending December 31, 2003 are not yet available.” Again, Mr. Kollen is
incorrect. The Companies’ statement in the data response is accurate. The reports
presented in response to PSC 2-16(e) are the reports for the 2003 expense, calculated as

of a valuation date of January 1, 2003, in accordance with standard actuarial practice.
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These reports were issued in 2003 and were provided in response to PSC 2-16(e). The
actuanial valuation reports calculated as of a valuation date of December 31,
2003/January 1, 2004, will not be issued by Mercer until later this year and are not
currently available.
Please comment on the recommendation by Mr. Prisco concerning this adjustment.
M. Prisco has recommended that the Commission reject LG&E’s pro forma adjustment
for pension and post-retirement expenses and establish a “regulatory asset and/or credit as
balancing accounts for pensions and other post-retirement expenses.” The mechanism he
recommends is vague in concept. The details of its operation and implementation are not
discussed in his testimony. Mr. Prisco further contends, with no analytical support, a
fifteen percent band should be established that would require a refund or recovery if or
when the account reaches the specific threshold of fifteen percent of the plan assets. This
recommendation is not adequately supported by his testimony, is not supported by prior
Commission decisions, and should be rejected.
Do you agree with the recommendation of Mr. Majoros that the Commission should
allow only the test year expense?
No. Mr. Majoros has made three assumptions in his testimony that are incorrect and has
not presented any support for his speculative contentions about the Companies’ pension
and post-retirement benefit costs in the future.

First, with respect to his erroneous assumptions, at page 11, lines 14-16 of his
testimony, Mr. Majoros states:

Amortization of actuarial (gain) or loss, which I assume to be

changes in the ABO due to revisions in predicted retirement
periods of the Companies’ employees.
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His reference to “the ABO™ appears to be a typographical error that should be “PBO”.
An “Accumulated Benefit Obligation™ (“ABO”) represents the present value of the
benefit to date. In contrast, a Projected Benefit Obligation (“PBO”) is the benefit of
future salaries based on the participants’ years of service to date.  Actuarial gains or
losses are changes either in the PBO due to changes in assumptions (i.e., discount rates,
retirement rates, turnover rates, mortality rates, salary increase rates) or in the plan assets
due to changes in actual gains or losses experienced. This definitional error impacts Mr.
Majoros’ assumptions about the ABO discussed below.

Secondly, Mr. Majoros, at page 12, lines 19- 22, in support of his argument that
the interest rate chosen for the actuarial calculation “creates volatility in pension costs”
makes the following contention:

[A] lower interest rate has the counter-intuitive effect of increasing the

interest costs on the ABO. That is because as the present value of the

ABO increases, the annual accretion in that value is correspondingly

larger, even at the lower interest rate.

However, depending on the plan demographics, a lower interest rate may not
always increase the interest cost on the PBO.

Third, Mr. Majoros asserts at page 14 that the value of KU’s pension and post-
retirement benefit fund assets “will probably increase” because:

[M]ost companies do not fully revalue their pension assets each

year. Rather, they use a “smoothing” technique in which only a

one-third of each year’s gain or loss is recognized in calculating

the capital gains or losses in the funds’ asset values. The

remaining two-thirds are amortized into the re-evaluation over the

next two years.

Mr. Majoros® assumption that the Companies use such a “smoothing” technique in the

calculation of the value of the pension and post-retirement benefit fund assets is incorrect,

LG&E Energy LLC’s external auditor, PricewaterhouseCoopers LLP, does not allow
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LG&E or KU to use the smoothing technigue and instead requires the use of the fair
market value methodology. The Companies do not use the smoothing technique to value
assets for SFAS No. 87 purposes.

In addition to these erroneous assumptions, Mr. Majoros’ testimony makes a
number of unsupported and speculative assertions about the possible changes in the
Companies’ pension and post-retirement benefit costs in the future. For example, at page
14, lines 16-18, of his testimony, he contends that because interest rates are likely to
increase through the next several years, during that same time, the value of KU’s pension
and post-retirement benefit fund assets “will probably increase.” However, Mr. Majoros
does not provide any quantitative analysis that supports his speculation that the value of
KU’s pension and post-retirement benefit fund assets is likely to increase as a
consequence of a possible increase in interest rates. Further, he has offered no
quantitative support for his speculative conclusion at page 15, lines 9-12, that “the
present value of KU’s Projected Benefit Obligation and Accumulated Benefit Obligation
will decline” if interest rates rise. He also has offered no independent analysis to support
his conjecture at page 15, lines 15 -17, that the pension and post-retirement benefit costs
computed for 2003 “may be the peak costs that KU has experienced and that it will
experience in the immediate future.” These unsupported assertions fail to meet the
known and measurable standard.

Notwithstanding the lack of support for his speculative assertions, the AG’s
contention that the Companies’ pension and post-retirement benefit expense “will very
probably decline in the immediately following years” completely overlooks the

fundamental reason for the adjustment. The pension and post-retirement benefit
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adjustment, as previously discussed, is an annualization adjustment based on the known
and measurable change in pension and post-retirement benefit expense occurring in the
test year. The unsupported speculation about possible changes in the future is well
beyond the test year, has absolutely no bearing on the need to annualize the pension and
post-retirement benefit expense for the full 12-month period ending September 30, 2003
and does satisfy the known and measurable standard. The only known and measurable
adjustments before the Commission are the Companies’ proposed adjustments based on
Mercer’s actuarial study. The Commission should adopt the Companies’ adjustments.

SFAS No. 143 (Asset Retirement Obligation Adjustment)

Please comment on the findings and conclusions of the witnesses for some of the
Intervenors concerning the Companies’ adjustments to reflect SFAS No. 143.

The Attorney General’s witnesses, Mr. Majoros and Mr. Henkes, recommend that the
adjustments be rejected. KIUC’s witness, Mr. Kollen, however, believes the Companies
properly reflected the impact of SFAS No. 143 in its filings consistent with the December
19, 2003 stipulation KIUC and the Companies signed in Case Nos. 2003-00426 and
2003-00427. Mr. Kollen participated in the accounting discussions with others and me in
the course of those proceedings, which ultimately produced the Stipulation on the
accounting treatment for SFAS No. 143. The Commission approved the Stipulation and
resulting accounting treatment in its Order of December 23, 2003. A complete and
accurate copy of the December 23, 2003 Order and Stipulation attached thereto is
attached as VLS Rebuttal Exhibit 3. Simply stated, the pro forma adjustments remove
non-recurring regulatory credits recorded above the net operating income line in account
407. The Companies recorded these regulatory credits to offset the non-recurring

cumulative effect of adopting SFAS No. 143 during the test year. The cumulative effect
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of adoption was recorded in account 435, an account reported below the net operating
income line in conformity with the FERC USofA.

Do you agree with Mr. Majoros’ criticism of the adjustment?

No. Mr. Majoros contends that the Companies’ accounting adjustments were contrived
to create incremental revenue requirements because the credit booked to account 407 was
a result of “an unnecessary charge to below-the line net income” (pages 12-13).

The Companies were required to record a cumulative effect adjustment when
adopting SFAS No. 143 and FERC Order No. 631. As prescribed by the FERC USofA,
this cumulative effect was recorded in account 435, Extraordinary Deductions, which is
to “be debited with losses of unusual nature and infrequent occurrence”. The one-time
occurrence of adopting this pronouncement met the definition of this account, a below-
the-line account.

Do you agree with Mr. Majoros’ interpretation of FERC Order No. 631?

No. FERC Order No. 631 generally adopts the requirements of SFAS No. 143.
Unfortunately, it did not recognize the ratemaking implications of recording a cumulative
effect adjustment in the FERC-prescribed account 435, which is below-the-line, versus
the FERC-prescribed regulatory credit account 407, which is above-the-line. VLS
Rebuttal Exhibit 4 shows an example of the mismatch between LG&E’s and KU’s net
operating income that was created by the implementation of SFAS No. 143. The
Commission recognized the implications of recording a cumulative effect adjustment in
the FERC-prescribed account created by FERC Order No. 631 when it stated “[t]he
cumulative effect impact reflects the restatement of account balances in accordance with

the requirements of SFAS No. 143.” Order, p. 4.
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Reference Schedule 1.25 of Rives Exhibit 1 as referenced in my direct testimony
shows the adjustment necessary to net the cumulative affect of this accounting change
against the corresponding regulatory credit in the test year. The adjustment proposed by
the Companies simply reverses the non-recurring “above-the-line” regulatory credit
recorded during the test year to achieve the “revenue neutral” result desired by both the
Companies and Mr. Majoros.

What is the position of the Companies with respect to Mr. Majoros’ contention that
the accounting entries are incomplete?

The entries presented by the Companies represent the impact of adopting SFAS No. 143
for Asset Retirement Obligations. Mr. Majoros refers to paragraph B73 of SFAS No. 143
which indicates that costs of removal related to assets without a legal liability should be
recognized as regulatory liabilities if the requirements of SFAS No. 71, Accounting for
the Effects of Certain Types of Regulation, are met. However, FERC Order 631 indicated
that these same amounts, currently recorded in account 108, should merely be maintained
in separate subsidiary records supporting account 108 (paragraph 38). The Companies
have separated these costs of removal for assets with no legal liability through
reclassification of the amounts to account 108 sub-accounts. In its order, FERC
recognized that the calculation of these amounts would be difficult, or perhaps impossible
for some companies and that if the amounts previously recorded could not be identified
that this provision of the order could be prospectively adopted (paragraph 39). The
Companies calculated these amounts between the date the FERC order was issued in
April 2003 and its calendar year end and made the reclassifications required by FERC

Order 631 in December 2003. Since the reclassifications were merely among accounts
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within the 108 series of accounts there was no net impact of adopting this portion of
FERC Order 631 and these entries had no bearing on the adoption of SFAS No. 143.
What is the position of the Companies with respect to Mr. Majoros’ contention
concerning excessive accumulated depreciation?

Mr. Majoros states that, if the Companies have no legal obligations, then no future cost of
removal is capitalized. While no accrual is established for the cost of removal for assets
without a legal obligation similar to the accrual established under SFAS No. 143, long-
standing utility practice has been to recognize the cost of removing all assets through
depreciation expense and accumulated depreciation. The Companies continue to support
this practice since it charges the costs of ultimately replacing or removing assets to the
ratepayers benefiting from their use.

The Stipulation approved by the Commission on December 19, 2003 clearly
indicates that the Companies will remove all effects of adopting SFAS No. 143 for
ratemaking purposes. As recognized in the Stipulation, the Companies have recorded all
expense impacts of SFAS No. 143 as either regulatory assets or regulatory liabilities and
continued depreciating all assets using the depreciation rates approved by the
Commission. Continued use of the approved depreciation rates, which include a cost of
removal component, while removing the effects of SFAS No. 143, ensures that the
Companies do not charge excessive depreciation.

The Stipulation was made recognizing that the accounting under SFAS No. 143
did not dictate the regulatory treatment of depreciation. In fact, SFAS No. 143

recognized that regulated entities use depreciation rates that include a cost of removal
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component and might be subject to different depreciation accounting for financial and
regulatory accounting purposes. Paragraph 20 of SFAS No. 143 states:

Many rate-regulated entities currently provide for the costs related
to the retirement of certain long-lived assets in their financial
statements and recover those amounts in rates charged to their
customers. Some of those costs result from asset retirement
obligations within the scope of this Statement; others result from
costs that are not within the scope of this Statement. The amounts
charged to customers for the costs related to the retirement of long-
lived assets may differ from the period costs recognized in
accordance with the Statement and, therefore, may result in a
difference in the timing of recognition of period costs for financial
reporting and rate-making purposes. An additional recognition
timing difference may exist when the costs related to the retirement
of long-lived assets are included in amounts charged to customers
but liabilities are not recognized in the financial statements. If the
requirements of Statement 71 are met, a regulated entity also shall
recognize a regulatory asset or liability for differences in the
timing of recognition of the period costs associated with asset
retirement obligations for financial reporting pursuant to this
Statement and rate-making purposes.

The FERC, in Order 631, similarly recognized the differences in financial and
regulatory accounting practices for assets without a legal liability in paragraph 38 of the
order, as follows:

Instead we will require jurisdictional entities to maintain separate

subsidiary records for cost of removal for non-legal retirement

obligations that are included as specific identifiable allowances

recorded in accumulated depreciation in order to separately

identify such information to facilitate external reporting and for

regulatory analysis, and rate setting purposes.

Paragraph 38 specifically addresses the FERC’s requirements related to the $456
million Mr. Majoros refers to on lines 17 to 22 and lines 1 to 7 of pages 22 and 23,
respectively, of his testimony. This amount is the accumulated normal cost of removal

embedded in account 108, accumulated depreciation, and now separately tracked in

account 108 sub-accounts. This amount has accumulated over time through the
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application of depreciation rates approved by the Commission and was calculated with
the assistance of Earl Robinson to allow the Companies to comply with the provisions of
FERC Order 631. The Companies’ continuing depreciation practice of including a cost
of removal component in its depreciation rates ensures that customers benefiting from the
use of the assets are also paying a portion of their ultimate replacement or removal costs.
Mr. Majoros’ contention of a $456 million over-collection from ratepayers is without
merit, and costs of removal is further addressed in the rebuttal testimony of Mr.
Robinson.

Obsolete Inventory and Carbide Lime Adjustments
Please describe the positions of the witnesses for the AG and KIUC concerning
LG&E’s adjustment for obsolete inventory write-off.
Mr. Henkes recommends that the Commission reject the adjustment on the grounds that it
is a non-recurring event. For the same reason, Mr. Kollen also contends that the
adjustment should be denied. He further asserts that, because the obsolete inventory is
recoverable through the 2003 ESM, it should not be recovered through base rates.
Does LG&E agree with these recommendations?
No. For reasons I will discuss, the Commission should reject the contentions of these
witnesses and accept the pro forma adjustment for obsolete inventory.

The objective of the test period is to set a representative ongoing level of costs
going forward to be recovered through base rates. The obsolete inventory adjustment of
LG&E meets that objective. Rejecting the adjustment, as recommended by Mr. Henkes,
simply disallows a frequently-incurred, reasonable cost of providing service. Including
the adjustment, based upon a three-year amortization, more fully reflects a representative

level of annual expenses for ratemaking purposes. This is especially so for the write-off
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of obsolete inventory because it is an investment in utility property. In LG&E’s 1988
rate case, Case No. 10064, the Commission, in reviewing the early retirement of certain
scrubbers and the abandonment of underground gas storage fields, treated these items as
extraordinary property losses. The Commission did not completely disallow cost of this
property, but instructed LG&E to establish deferred asset accounts and begin an
amortization of those assets. This ratemaking treatment allowed LG&E to recover the
total cost of the utility plant no longer in service, but did not allow an earned return on
the plant retirements or abandonments. The same ratemaking treatment should be
afforded LG&E in this case.

Please describe the positions of the witnesses for the AG, KIUC and DOD
concerning LG&E’s adjustment for the carbide lime adjustment.

Mr. Henkes recommends that the Commission reject the adjustment on the grounds that it
is a non-recurring event. For the same reason, Mr. Kollen also contends that the
adjustment should be denied. He further asserts that, because the carbide lime is
recoverable through the 2003 ESM, it should not be recovered through base rates. Mr.
Prisco also recommends the Commission reject LG&E’s pro forma adjustment for the
carbide lime write-off because the payments occurred before the test year.

Does LG&E agree with these recommendations?

No. The Commission should reject the contentions of these witnesses and accept the pro
forma adjustment for carbide lime. The witnesses for the Intervenors are asserting a
standard that fails to recognize that LG&E should be able to recover its prudently
incurred costs. LG&E made an investment in the carbide lime now being written off.

The Company should, as a matter of principle, be provided an opportunity to recover its
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investment, irrespective of whether a write-off occurs every year or only once in 30
years. None of the Intervenor witnesses claim, or otherwise demonstrate, that any of these
investments were improperly incurred or otherwise imprudent. The Intervenor witnesses,
however, have put forward an unsuitable standard for evaluating whether a utility should
be allowed to recover an investment made to provide service to customers. By their very
nature, investments in utility property are nonrecurring until they are replaced years later.
Do you agree with Mr. Kollen’s recommendation that the Commission should not
allow LG&E to defer and amortize the amounts associated with the write-offs of
carbide lime and obsolete inventory?

No. Mr. Kollen contends that these are non-recurring amounts that were subject to the
ESM for the 2003 operating period and, for that reason, it is appropriate to remove what
he asserts to be non-recurring amounts set in base rates prospectively. The write off of
carbide lime occurred in 2002; accordingly, it was not included in the ESM for 2003. As
previously discussed, these costs should be included to better reflect the representative
level of annual expenses for ratemaking purposes going forward or to recover prudently
incurred costs. The fact that these costs are included in the ESM is not a reason to
exclude them as and at a representative level of these types of costs going forward for
purposes of establishing base rates. Indeed, it is disingenuous on the part of KIUC to
claim that the non-recurring write-offs of carbide lime and obsolete mventory shouid be
disallowed from base rates because they will be recovered through the 2003 ESM and
then in a different part of its testimony recommend to the Commission that the Company
should not be permitted to complete the billing of the 2003 ESM. Mr. Kollen wants to be

selective with regard to certain expenses and disregard the expressed operation of the
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ESM Tariffs. The ESM was designed to be simple and easily calculated in order to share
risks and rewards outside the deadband on a timely basis. The deadband lodges the entire
risk and reward for operational variations first with the Companies and only shares a
portion with customers outside the deadband for each annual period under the ESM.
Therefore, it is inappropriate as Mr. Kollen suggests denying recovery of a Tepresentative
amount of these costs going forward in base rates because of his so-called Tecovery
through the ESM.

KU Ice Storm
Does Mr. Kollen make a similar recommendation concerning adjustments KU
proposes to defer and amortize the costs associated with the ice storm during the
test year?
Yes. KU has reduced expense by $5.277 million to reflect a five-year amortization of its
costs net of insurance recovery to reflect an ongoing representative level of extraordinary
storm damage. The amortization period is consistent with the ratemaking treatment for
LG&E of the 1974 tornado costs (Case No. 6220). Like the other adjustments, it is
appropriate to include a representative level of this type of storm expense on a going
forward basis in base rates. It does not represent, as Mr. Kollen contends, 140% recovery
of the same cost.

KIUC’s witness, however, contends this expense is a non-recurring amount and
should be denied in its entirety to set base rates prospectively because the amount is
included in the 2003 operating period for the ESM. As discussed above, KIUC’s position
that this specific cost will be recovered through the ESM is inconsistent with its objection

to the Companies’ billing of the 2003 ESM. When confronted with this inconsistency in
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the Commission’s data request PSC KIUC No. 2, Mr. Kollen admitted to the punitive
impact of his recommendation when he confessed that KU would only collect 40 percent
of its ice storm expenses for approximately four months and “under the assumption that
such ice storm costs are on the margin.”

The cumulative effect of KIUC’s recommendation is almost a complete
disallowance of a prudent and reasonable level of costs associated with extraordinary
storm damage expense.  Challenged with this inconsistency, Mr. Kollen then
acknowledged in the same data response that the Company “was not entitled to any more
than the 40% recovery of the ESM rate plan that was in effect for the calendar year
2003.”

LG&E Cane Run Insurance Proceeds and Corporate Office Lease

Does Mr. Kollen make a recommendation concerning adjustments LG&E proposes
to remove from test year costs associated with Cane Run insurance proceeds and the
corporate office lease?

Mr. Kollen does not object to LG&E’s pro forma adjustments to remove non-recurring
credits recorded in the test year related to pre-test year expenses for the Cane Run
insurance proceeds and the corporate office lease. However, he indicates that if the pro
formas to recover a portion of the ice storm costs, obsolete inventory write-off, and
carbide lime write-off, all expenses within the test year, are allowed that the Cane Run
inventory proceeds and corporate office lease credits should be deferred and amortized,
as well. Mr. Kollen bases his conclusion on the fact that all these costs and credits were
included in the calculation of the 2003 ESM. Like the other adjustments, the Company-

proposed adjustments to remove credits related to the Cane Run insurance proceeds and
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the corporate office lease expense are made to adjust to a representative level of expenses
on a going forward basis in base rates. Their treatment in the 2003 ESM calculation, or
relative to expenses incurred during the test year given that they are credits for costs
incurred prior to the test year, should not be considered in setting base rates. The
Commission should reject KIUC’s recommendation that LG&E defer and amortize these
two amounts over a three-year period and reduce the revenue requirement accordingly.
To do so would include these credits into base rates going forward as if these non-
recurring amounts would continue in the future. For the same reason, Mr. Prisco’s
recommendation to normalize LG&E’s corporate lease expense and Cane Run repair
fund over a three-year period should be rejected.

KU OMU NO, Expense

Does KU agree with the recommendation of Mr. Kollen that the Commission should
not allow the adjustment to operating expenses to reflect an increase in pﬁrchase
power demand cost?

No. As explained in my direct testimony, under the current power contract between KU
and Owensboro Municipal Utilities (“OMU”), KU has a contractual obligation to pay
OMU an increase in demand charges for KU’s portion of the costs associated with
OMU’s compliance with NO, regulations proposed during the test period. The
adjustment reflects KU’s estimate of increases in demand charges that will begin July 1,
2004. The contractual responsibility for these demand charges is known. The estimate of
the increases in demand charges is reasonable. It is therefore not only appropriate to
recover these costs through base rates, but it is also appropriate to pro form the test period
to reflect the ongoing level of these costs going forward. The suggestion by KIUC that

the Company could seek to have the Commission include such costs in its environmental
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compliance plan and recover them through the ECR once they are known and measurable
is appropriate only if the Commission makes a determination in this proceeding that KU
can include the costs in its environmental compliance plan and recover them through the
ECR beginning with the expense month July 2004 for billing in September 2004.
KIUC’s suggestion otherwise delays the recovery of KU’s costs due to regulatory lag.

ESM Audit Expenses

Do you agree with Mr. Prisco’s recommendation that the ESM audit expenses
should be shared 50/50 between customers and shareholders?

No. Mr. Prisco’s testimony does not identify how any of the recommendations from the
ESM audit benefit shareholders. This expense is no different than the cost of
management audits. Pursuant to KRS 278.255(3), the cost of such an audit is borne by
the utility, but the Commission is required to include such costs in the utility’s cost of
service for ratemaking purposes. An update of the actual costs associated with the ESM
audit is attached hereto as VLS Rebuttal Exhibit 5.

Merger Surcredit Agreement

Do LG&E and KU agree with the recommendation of Mr. Higgins to reject selective
provisions of the 2003 Settlement Agreement and LG&E’s and KU’s adjustment for
shareholder merger savings?

Absolutely not. Notwithstanding the very serious regulatory policy issues raised by Mr.
Higgins’ recommendation, as addressed by Mr. Beer in his rebuttal testimony, the

Companies categorically reject his objections as I describe hereafter.
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Do you agree with Mr. Higgins’ first objection that the merger savings are not
known and measurable amounts?

No. The professional consulting firm, Deloitte & Touche, which has experience in
identifying and evaluating the potential savings that could be created from synergistic
mergers, independently developed the estimated savings. These estimates were then
subject to full review, discovery and comment by the parties and Commission scrutiny
during Case No. 97-300. There was no objection to their estimated nature by any party
then or by any customer since then who has received the benefits from the operation of
the merger surcredit mechanism. Since July 1998, the merger surcredit mechanism has
successfully operated to provide customers with their fifty percent share of the non-fuel
savings. Indeed, it is unlikely, in the absence of these rate cases, that Kroger would
object to the use of these estimated savings for purposes of calculating the merger
surcredit mechanism.

Do you agree with Mr. Higgins’ second objection that the inability of the Companies
to track the actual savings realized as a result of the merger shifts the risk
associated with any achievement of the projected savings to customers?

No. Mr. Higgins has created an argument without support. His testimony fails to
demonstrate that the Companies have not achieved the estimated savings from the LG&E
/KU merger. Indeed, his contention ignores the fact that the savings identified by
Deloitte & Touche were undertaken during the first three to five years following the
merger. Instead, he simply assumes the various savings initiatives are not complete or
are yet to be undertaken. His contention further disregards the fact that, after the first

three years, the increase in the estimated savings used for purposes of the merger
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surcredit is largely due to the function of cost-escalation factors, Thus, his objection
concerning the risk of achievement of the merger savings under current conditions is
diminished because the cost-saving initiatives identified by Deloitte & Touche were
undertaken many years ago, and the estimated savings associated with the initiatives are
escalated over time. His second objection therefore should be rejected.

Do you agree with Mr. Higgins’ contention that the merger surcredit benefit to
customers is purely illusory?

No. Under the ratemaking approved by the Commission’s Order of October 16, 2003,
customers and shareholders will continue to share in the benefits of the savings on a
50/50 basis. This ratemaking is completely consistent with the Commission’s
determinations in Case Nos. 98-426 and 98-474 “that an adjustment should be made to
secure the shareholder portion of the merger savings.” Order, p. 82; Order, p. 80. In both
cases, the Commission found it reasonable to use the gross level of merger savings as the
amount to adjust expenses and specifically included eight months of the £ross savings as
the level of merger savings during the test period by an adjustment to increase operating
expenses. This adjustment was necessary then, just as it is now, to eliminate the
shareholders’ merger savings from the return calculations.

Kroger’s argument is illusory because, in effect, it would grant one hundred
percent of the savings to customers and cause LG&E’s and KU’s returns to be overstated.
This ratemaking treatment is necessary to provide the shareholders the benefit of their
fifty percent share of the synergies created by the merger. If this ratemaking treatment is

not awarded, the shareholders will be penalized twice for the merger costs: once by the
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write-off below-the-line of the one-time merger cost recorded as an expense to Other

Income and Deductions and again by an overstated rate of return.

struck by the Commission in its Order in Case No. 97-300:

The following illustrates the 50/50 balance between customers and shareholders

Pro forma
Adjustment
for Post-
Customer | Shareholder | Shareholder Merger
Pre-Merger | Savings Savings Savings Surcredit
Revenues $1,000 $(50) $950
Expenses $500 $(50) $(50) $50 $450
Pre-tax net
operating $500 30 350 3(50) 3500
income

This table assumes an overall $100 savings, which is shared 50% by the customers and
50% by the shareholders. The customers’ 50% share of the $100 savings is paid to the
customers through the surcredit that reduces revenues by $50. The shareholders’ 50%
share of the $100 savings without the pro forma adjustment would increase pre-tax net
operating profit by $50. The pro forma adjustment for the shareholder savings brings
pre-tax net operating profit back to the pre-merger amount and provides the shareholders
for recovery of their 50% share of the savings. Without the pro forma adjustment the

customers would receive 100% of the savings, 50% as a surcredit and 50% as an increase

15

16

17

in pre-tax net operating profit.
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Do you agree with Mr. Higgins’ opinion that the impact of the shareholder savings
adjustment cancelled any future benefits to customers from the 2003 settlement?

No. As previously stated, the adjustment increased operating expenses to reflect the
shareholders® portion of the merger savings and was necessary to eliminate the
shareholders’ portion of the merger savings from return calculations. Cleartly, if this was
an appropriate adjustment in the calculation of the revenue sufficiency in Case Nos. 98-
426 and 98-474, it is even more appropriate to make the same adjustment in the
calculation of the present revenue deficiency. The immpact of Mr. Higgins’
recommendation is to provide customers with one hundred percent of the savings from
the merger and would be a punitive result.

Do you agree with Mr. Higgins’ assertion that the sharcholders of the merged
utilities have already experienced enough of the benefits from 1999 through 2003
and are no longer entitled to receive further benefits?

No. Mr. Higgins’ argument is contrary to the well-established determination by the
Commission, made nearly seven years ago, that customers and shareholders should share
the merger savings on a 50/50 basis. That fundamental determination, which was crucial
to the decision to consummate the LG&E/KU merger, was established in the
Commission’s September 1997 Order in Case No. 97-300. It was then affirmed in the
ratemaking treatment determination contained in the Commission’s orders in Case Nos.
98-426 and 98-474; and again in the six orders approving LG&E’s and KU’s annual ESM
filings from 2000 to 2002. Most recently, this determination was reaffirmed in the
Commission’s October 2003 orders in Case Nos. 2003-0043 and 2003-0044. In those

orders, the Commission approved the continuation of the 50/50 sharing of the merger
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savings for another five-year period through the existing merger surcredit mechanisms
and the long-standing ratemaking treatment of the shareholders’ portion of the merger
savings in the calculation of the annual ESM filings and base rate revenue requirements
in these proceedings. Mr. Higgins’ results-oriented contention should be rejected
because is not consistent with the long-standing determination by, and numerous orders
of, the Commission. The shareholders’ 50 percent portion of the merger savings should
not be confiscated for the benefit of ratepayers simply because it provides a convenient
result in these rate proceedings.
What is your recommendation to the Commission concerning the proposal by
Kroger?
The Commission should reject the recommendation of Mr. Higgins concemning the
merger surcredit, and continue to follow its established ratemaking determinations and
prior orders concerning the regulatory treatment of the shareholder savings.
Do you agree with Mr. Prisco’s recommendation to eliminate the pro forma
operating revenue adjustment for merger savings?
No. Mr. Prisco bases his contention apparently on the misunderstanding that the merger
surcredit should have been accrued in account 449, Provision for Rate Refunds. This is
not correct.

The merger surcredit is recorded as it is provided to customers as credits against
billings. This treatment follows the matching principle of accounting whereby revenues
and related expenses are recorded in the same period. Merger savings occur each month

as costs are saved by the synergies created by the merger; accordingly, the allocation of
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the customers’ portion of those costs not incurred are credited to the customers’ billings
cach month and recorded when credited. No accrual for refund is required.

The adjustments proposed by the Companies are to recognize the higher level of
savings due to the customers under the settlement agreement approved by the
Commission in October 2003. In that settlement the accounting for the refunds was
clearly established and the settlement clearly indicates the amount of the adjustment for
the shareholders’ savings in any base rate case and indicates that the customers’ portion
of the savings will be adjusted to an equal amount (paragraphs 3.1.2 for LG&E and 3.2.2
for KU). The adjustments proposed at Reference Schedule 1.22 reflect these amounts per
the settlement agreement.

For these reasons, Mr. Prisco’s recommendation should be rejected.

Does this conclude your testimony?

Yes.
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VERIFICATION

COMMONWEALTH OF KENTUCKY )
COUNTY OF JEFFERSON ; >

The undersigned, Valerie L. Scott, being duly sworn, deposes and says she is the
Director of Financial Planning and Accounting-Utility Operations for Louisville Gas and Electric

Company, that she has personal knowledge of the matters set forth in the foregoing testimony,

and the answers contained therein are true and correct to the best of her information, knowledge

Vit - ﬁa&i/

VALERIE L. SCOTT

and belief.

Subscribed and sworn to before me, a Notary Public in and before said County and State,

this 8322[ day of April 2004.
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Notary Public () O d

My Commission Expires:
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LOUISVILLE GAS AND ELECTRIC COMPANY

Adjustment for Injuries and Damages FERC Account 925
For the Twelve Months Ended September 30, 2003

VLS Rebuttal Exhibit 2
Page 1 of 2

Electric Gas
1. Injury/Damage provision based upon ten year
average $ 2,714,892 $ 723,506
2. Injury/Damage expenses incurred during the 12
months ended September 30, 2003 1,504,891 411,928
3. Adjustment $ 1,210,001 $ 311,578
CPI-All Urban  Adjusted Adjusted
Year Electric Gas Consumers Electric Gas
2003 * §$1,504,891 $ 411,928 1.0000 $ 1,504,891 $ 411,928
2002 3,369,044 354,333 1.0160 3,422,949 360,002
2001 726,180 323,911 1.0440 758,132 338,163
2000 1,750,482 770,436 1.0780 1,887,019 830,530
1999 1,912,057 1,048,283 1.1000 2,103,262 1,153,111
1998 1,666,969 757,523 1.1160 1,860,337 845,396
1997 1,286,765 607,735 1.1380 1,464,339 691,602
1996 (1,006,929) 764,769 1.1680 (1,176,093) 893,250
1995 (5,085,639) 725,262 1.1960 (6,082,424) 867,413
1994 17,517,597 690,399 1.2220 21,406,504 843 668
Total $27,148,915 37,235,064
Ten Year Average § 2,714.892 $ 723,506

*Test year amount

Revised CPI for 1997 from original data response, PSC 2-16(g)(4). Corrected 1997 CPI agrees with
amounts provided on PSC 2-16(f) page 1 of 6 and Storm damage pro forma adjustment, Rives Exhibit 1,

Reference Schedule 1.14.



Adjustment for Injuries and Damages FERC Account 925

KENTUCKY UTILITIES

VLS Rebuttal Exhibit 2

For the Twelve Months Ended September 30. 2003

1. Injury/Damage provision based upon ten year average

2. Injury/Damage expenses incurred during the 12 months ended

September 30, 2003
3. Adjustment

4. Kentucky Jurisdiction

5. Kentucky Jurisdictional adjustment

CPI-All Urban  Adjusted

Page 2 of 2

3,233,546

1,861,201

1,372,345

88.826%

1,218,999

Year Amount Consumers Amount
2003 * $ 1,861,201 1.0000 $ 1,861,201
2002 2,510,515 1.0160 2,550,683
2001 1,609,827 1.0440 1,680,660
2000 1,637,520 1.0780 1,765,246
1999 2,126,017 1.1000 2,338,619
1998 2,187,039 1.1160 2,440,735
1997 3,355,659 1.1380 3,818,740
1996 4,579,884 1.1680 5,349,305
1995 4,496,799 1.1960 5,378,172
1994 4,216,123 1.2220 5,152,102
Total $ 32,335,463
Ten Year Average $ 3,233,546

*Test year amount

Revised CPI for 1997 and 1998 from original data response, PSC 2-16(g)(4).
Corrected CPI agrees with amounts provided on PSC 2-16(f)(1) page 1 of 6.
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COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

APPLICATION OF LOUISVILLE GAS AND
ELECTRIC COMPANY FOR AN ORDER

N Mt s St St

APPROVING AN ACCOUNTING ADJUSTMENT TO CASE NO.

BE INCLUDED IN EARNINGS SHARING 2003-00426

MECHANISM CALCULATIONS FOR 2003

AND

APPLICATION OF KENTUCKY UTILITIES )

COMPANY FOR AN ORDER APPROVING AN )

ACCOUNTING ADJUSTMENT TO BE INCLUDED ) CASE NO.

IN EARNINGS SHARING MECHANISM ) 2003-00427
)

CALCULATIONS FOR 2003

ORDER

On November 14, 2003, Louisville Gas and Electric Company (‘LG&E") and
Kentucky Utilities Company (“KU") (collectively the “Companies”) filed applications
seeking approval of an accounting adjustment to their respective Eamings Sharing
Mechanism (“ESM?) filings for calendar year 2003. The accounting adjustment is
related to the Companies’ adoption during 2003 of Statement of Financial Accounting
Standards (*SFAS™) No. 143, Accounting for Asset Retirement Obligations.

The Kentucky Industrial Utility Customers, Inc. (“KIUC”) sought and was granted
intervention in this proceeding.

In June 2001, the Financial Accounting Standards Board issued SFAS No. 143,
with an effective implementation date of January 1, 2003. in October 2002, the Federal

Energy Regulatory Commission (“FERC") issued a Notice of Proposed Rulemaking to
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modify the Uniform System of Accounts and the FERC annual report forms. FERC
issued its final rule on April 9, 2003, generally adopting the requirements of SFAS No.
143"

In conjunction with the adoption of SFAS No. 143, the Companies were required
to recognize the “cumulative effect impact” on their respective financial statements,
which represents the asset retirement obligation (*“ARO") asset depreciation and ARO
liability accretion that would have been recorded had the asset and liability been
recorded by the Companies when the original asset was placed into service.? The
timing of cost recognition under SFAS No. 143 and differences in rate recovery methods
could result in the need for the Companies to record regulatory assets or liabilities. As
part of the entries to record the adoption of SFAS No. 143, LG&E and KU have each
recorded a regulatory asset and a regulatory liability.>

LG&E and KU state that the accounting required in conjunction with the adoption
of SFAS No. 143 results in their respective net operating incomes for calendar year
2003 being overstated for ESM calculation purposes. The overstatement occurs

because the cumulative effect impact adjustments are recorded “below the line” while

' FERC Docket No. RM02-7-000, Order No. 631, Accounting, Financial
Reporting, and Rate Filing Requirements for Asset Retirement Obligations, Final Rule
I1ssued April 9, 2003.

2 | G&E has recorded a net cumulative effect impact of $5,281,000 while KU has
recorded a net cumulative effect impact of $9,926,000. See Application, Exhibit 1 for
LG&E and KU.

3 LG&E has recorded a regulatory asset of $5,281,000 and a regulatory liability of
$59,000 related to the adoption of SFAS No. 143. KU has recorded a regulatory asset
of $9,926,000 and a regulatory liability of $910,000. See Response to the Commission
Staff's First Data Request dated December 5, 2003, Item 4(b).

-2- Case No. 2003-00426
Case No. 2003-00427
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the corresponding regulatory credit is recorded “above the line.” The Companies
request authorization to offset this “above the line” regulatory credit when performing
their respective ESM calculations for calendar year 2003. The Companies also request
Commission approval to establish the regulatory asset and liability accounts associated
with the adoption of SFAS No. 143.*

On December 19, 2003, the Companies and KIUC filed a stipulation agreement
(“Stipulation™) where the parties recommend the Commission issue an Order granting
the applications of LG&E and KU subject to the accounting procedures described in the
Stipulation. The parties request the Commission issue an Order which:

1) Approves the regulatory assets and liabilities associated with adopting
SFAS No. 143 and going forward;

2) Eliminates the impact on net operating income in the 2003 ESM annuél
filing caused by adopting SFAS No. 143;

3) To the extent accumulated depreciation related to the cost of removal
is recorded in regulatory assets or regulatory liabilities, such amounts
will be reclassified to accumulated depreciation for rate-making
purposes of calculating rate base; and

4) The ARO assets, related ARO asset accumulated depreciation, ARO
liabilities, and remaining regulatory assets associated with the adoption
of SFAS No. 143 will be excluded from rate base.’

A copy of the Stipulation is attached to this Order as Appendix A.

4 Response to the Commission Staff's First Data Request dated December 5,
2003, Item 2(c). The Companies did not previously seek approval to establish the
regulatory asset and liability accounts based on the assumption that the cost of removal
was covered by the Commission’s previous approval of the depreciation rates currently
in effect. However, the Companies stated that if the Commission did not agree with the

assumption, the Companies also request the approval of the regulatory asset and
liability accounts in this proceeding.

5 Stipulation at 5.

-3- Case No. 2003-00426 -
Case No. 2003-00427
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The Commission has reviewed the information provided by the Companies and
the terms of the Stipulation, and finds that the requested accounting treatments should
be approved. The cumulative effect impact reflects the restatement of account
balances in accordance with the requirements of SFAS No. 143. The determination of
the calendar year 2003 ESM calculations should exclude this change in accounting
treatment when determining the Companies’ net operating income for ESM purposes.

Concerning the establishment of the regulatory asset and liability accounts,
LG&E and KU are reminded that the prior approval of the Commission is required
before these accounts are established. However, given the fact the regulatory asset
and fiability accounts established by the Companies were a direct result of the adoption
of SFAS No. 143, in this case the Commission will approve the establishment of these
regulatory asset and liability accounts. This approval is for accounting purposes only,
and the appropriate rate-making treatment for these regulatory asset and liability
accounts will be addressed in the Companies’ next general rate case. LG&E and KU
are reminded that in the future the Commission’s prior approval wili be required before
regulatory asset or liability accounts are established.

The Commission is not clear as to the exact meaning of Nos. 3 and 4 on page 5
of the Stipulation. When the Stipulation is read as a whole, its appears to address the
accounting treatment for the adoption of SFAS No. 143 and how the associated
accounting entries will be treated in the calendar year 2003 ESM calculations.
However, both discuss rate-making treatments for the calculation of rate base without
distinguishing whether the rate base treatments described apply only to the calendar

year 2003 ESM calculations or to a general base rate proceeding. Based upon our

-4- Case No. 2003-00426
Case No. 2003-00427
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understanding of the provisions of the Stipulation, the Commission finds that Nos. 3 and
4 should be approved for purposes of the calendar year 2003 ESM calculations only.
Consistent with our approval of the regulatory asset and fiability accounts, the
Commission will address the rate-making treatment for base rates in the next general
rate case. The Commission will ask the Companies and KIUC to indicate their
acceptance of our approval as described above.

in responses to the Commission Staff's data request, LG&E indicated that no
assets associated with AROs are currently included in LG&E's environmental surcharge
while KU indicated that three assets associated with AROs are currently included in
KU's environmental surcharge® KU estimated the impact of SFAS No. 143 on its
environmental surcharge calculations, and expressed the opinion that the asset removal
costs impacted by the adoption of SFAS No. 143 should continue to be recovered
through the environmental surcharge.”

While the Commission believes it was reasonable o determine whether the
adoption of SFAS No. 143 couid have an impact on the Companies’ environmental
surcharge, we find it is not reasonable to resolve that issue in this proceeding. The
record is not sufficiently developed to support a decision addressing what changes, if
any, should be made to KU's environmental surcharge due to the adoption of SFAS No.
143. ‘Therefore, KU should address the affects the adoption of SFAS No. 143 has had
on its environmental surcharge as part of its next 6-month environmental surcharge

review.

6 1d., Item 1(b).

7|d., item 1(c).

-5- Case No. 2003-00426
' Case No. 2003-00427
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IT IS THEREFORE ORDERED that:

1. The accounting treatment for LG&E’s and KU'’s adoption of SFAS No. 143
and the related treatment in the calendar year 2003 ESM calculations as described in
the Stipulation are approved as modified in this Order.

2. The regulatory asset and liability accounts established by the adoption of
SFAS No. 143 are approved for accounting purposes only.

3. The rate base treatments discussed in Nos. 3 and 4 of page 5 of the
Stipulation are adopted for calendar year 2003 ESM calculation purposes only. LG&E,
KU, and KIUC shall within 10 days of the date of this Order file written statements
agreeing to this interpretation of the Stipulation.

Done at Frankfort, Kentucky, this 23rd day of December, 2003.

By the Commission

ATTEST:

LK e

’ "f"d—‘j Executive Director

Case No. 2003-00426
Case No. 2003-00427
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APPENDIX A

APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE COMMISSION
IN CASE NOS. 2003-00426 AND 2003-00427 DATED Dpecember 23, 2003.
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COMMONWEALTH OF KENTUCKY RECEN
BEFORE THE PUBLIC SERVICE COMMISSION DEC 1 2 2003
PUBLIC eemvicE
In the Matter of: TN
APPLICATION OF LOUISVILLE GAS AND )
ELECTRIC COMPANY FOR AN ORDER )
APPROVING AN ACCOUNTING ADJUSTMENT ) CASE NO: 2003-00426
TO BE INCLUDED IN EARNINGS SHARING )
MECHANISM CALCULATIONS FOR 2003 )
AND
APPLICATION OF KENTUCKY UTILITIES )
COMPANY FOR AN ORDER APPROVING ) e
AN ACCOUNTING ADJUSTMENT TO BE ) CASE NO: 2003-00427
INCLUDED IN EARNINGS SHARING )
)

MECHANISM CALCULATIONS FOR 2003

STIPULATION

WHEREAS, Louisville Gas and Electric Company (“LG&E”) filed an application for an
order approving an accounting adjustment with the Kentucky Public Service Commission
(“Commission™) on November 14, 2003 in Case No. ..2003—00426;

WHZERBAS, Kentucky Utilities Company (“KU™) filed an application for an order
approving an accounting adjustment with the Commission on November 14, 2003 in Case No.
2003-00427;

WHEREAS, the Kentucky Industrial Utility Customers, Inc. (“KIUC”) was granted
intervention by the Commission on December 4, 2003;

WHEREAS, the parties wish to facilitate the disposition of these two proceedings

through the submission of a joint stipulation on the accounting issues; and,
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NOW; THEREFORE, pursuant to 807 KAR 5:001 Section 4(6)the parties stipulate as
follows:

1. SFAS No. 143, Accounting for Asset Retirement Obligations, and FERC Order
631, Accounting, Financial Reporting and Rate Filing Requirements for Asset Retirement
Obligations, specify the accounting LG&E and KU must foll_ow relative to legal obligations for
the ultimate disposal of assets effective January 1, 2003. The companies have proposed
accounting for these asset retirement obligations (“AROs”) using a method which both complies
with the required accounting literature and is consistent with the current ratemaking treatment.

2. The purpose of this stipulation is to state the accounting treatment which will
negate, on a net basis, the income statement effects of implementing SFAS No. 143, so that
there is no effect from SFAS No. 143 on LG&E’s or KU’s operating income for accounting or
ratemaking purposes.

3. Effective January i, 2003, the Companies recorded the entries as summarized on
Exhibit 1. Upon implementation of SFAS No. 143 and FERC Order 631, LG&E and KU were
required to remove the cost of removal (“COR”) component from accumulated depreciation for
assets with a legal obligation at retirement (Exhibit 1, Entry 4). The Companies were also
required to record the expected future cost of the AROs discounted back 1o the date the assets
were placed in service as ARO liabilities in FERC Account 230 (Exhibit 1, Entry 1). Offsetting
ARO assets, equal to the ARO liabilities at the assets’ original in-service dates, were recorded in
FERC Accounts 317, 347 or 359.1, to represent the additional cost of the assets, due to the
ultimate removal cost (Exhibit 1, Entry 1). Each of the ARO assets and ARO liabilities was then
incremented to 2003 va]ue_s by recording depreciation expense and accumulated depreciation

from the in-service date of the underlying asset for the ARO asset (Exhibit 1, Entry 2) and by
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recording accretion expense incrementing the ARO liability from the in-service date of the
underlying asset (Exhibit 1, Entry 3). The net of the previously recorded COR, depreciation on
the ARO assets, and the accreted ARO liabilities from the in-service date to January 1, 2003 (the
amounts that would have been recorded in prior periods had the standard always been in effect)
was recorded as a cumulative effect charge to the income statement using FERC Account 435
(Exhibit 1, Entries 4, 2 and 3, respectively). In order to remove the effect of adopting SFAS No.
143 and retain the ratemaking accounting approved by the Commission, the Companies recorded
an offsetting regulatory credit in the income statement in FERC account 407 to counter the
impact of the cumulative effect charges (Exhibit 1, Entry 5). The regulatory credit was offset
against a regulatory asset in FERC Account 182.3 (Exhibit 1, Entry 5).

4, LG&E and KU made applications to the Commission on November 14, 2003
requesting that they be allowed to offset the amount recorded in the cumulative effect with the
amount recorded in the regulatory credit since the cumulative effect was recorded below the line
and the regulatory credit was recorded above the line, resulting in inconsistent treatment of these
amounts for ratemaking purposes.

5. Exhibit 2 illustrates the entries that will be recorded beginning in 2003. LG&E
and KU will continue rgcording depreciation expense and accumulated depreciation on the ARO
asset and will continue incrementing the value of the ARO ﬁability through accretion expense
(Exhibit 2, Entries 1 and 3). In order to continue removing the effect of adopting SFAS No. 143
and retain the ratemaking accounting approved by the Commission, the Companies will offset ail
depreciation expense and accretion expense related to ARO assets and liabilities through a credit
to the regulatory credit account (FERC account 407) and a charge to a regulatory asset account

(FERC account 182.3) (Entries 2 and 4). LG&E and KU will continue to record the COR
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component of depreciation on the underlying assets, by charging depreciation expense (Exhibit
2, Entry 5). The COR depreciation will be offset by a credit to the regulatory liability in FERC
Account 254 (Exhibit 2, Entry 5). Non-COR depreciation on the underlying assets will continue
to be charged to depreciation expense and credited to accumulated depreciation (Exhibit 2, Entry
5).

6. For ratemaking purposes, the regulatory liability associated with the COR
depreciation expense, including the portion netted against regulatory assets in the cumulative
effect at adoption of SFAS No. 143, wili be included in the calculation of rate base since this
amount represents the accumulated depreciation for the COR under Commission approved
depreciation rates. The ARO assets, related ARO asset accumulated depreciation, ARO
liabilities, and remaining regulatory assets associated with the adoption of SFAS No. 143 wiil be
excluded from rate base.

7. KU and LG&E stipulate to the accounting described above, given that
Commission approval is received both for the offset of the cumulative effect against the
regulatory credit for the initial adoption of SFAS 143 effective January 1, 2003, and for
recording the associated regulatory assets and regulatory liabilities, at initial adoption and on an
on-going basis.

8. KIUC’s consent and agreement 1o the terms of this Stipulation is without
prejudice to any position KIUC may take on the merits of the issues discussed herein in future
ratemak.ing proceedings before the Commission, except and excluding LG&E’s and KU’s annual
Earning Sharing Mechanism filings for the 2003 operating periods and thereafter.

The parties request the Commission issue an order which:
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(1) approves the regulatory assets and liabilities associated with adopting SFAS No. 143
and going forward,

(2) eliminates the impact on net operating income in the 2003 ESM annual filing caused
by adopting SFAS No. 143,

(3) to the extent accumulated depreciation related to the cost of removal is recorded in
regulatory assets or regulatory liabilities, such amounts will be reclassified to accumulated
depreciation for ratemaking purposes of calculating rate base, and

(4) the ARO assets, related ARO asset acﬁumulated depreciation, ARO liabilities, and
remaining regulatory assets associated with the adoption of SFAS No. 143 will be excluded from
rate base.

The parties recommend the Commission issue an order granting the applications of

LG&E and KU subject to the accounting procedures described herein.

Dated: December 19, 2003 Respectfully submitted,

w ',a Qﬂtv,—.;\ i
drick R. Riggs

Ogden Newell & Welch PLLC
1700 PNC Plaza

500 West Jefferson Street
Louisville, Kentucky 40202
Telephone: (502) 560-4222

and

Linda S. Portasik

Senior Corporate Attomey
LG&E Energy Corp.

220 West Main Street
Louisville, Kentucky 40202

Counsel for Louisville Gas and
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Respectfully submitted,

Kendrick R. Riggs

Ogden Newell & Welch PLLC
1700 PNC Plaza

500 West Jefferson Street
Lomisville, Kentucky 40202
Telephone: (502) 560-4222

and

Linda S. Portasik

Senior Corporate Attorney
LG&E Energy Corp.

220 West Main Street
Lonisville, Kentucky 40202

Counsel for Louisville Gas and
Electric Company and Kentucky
Utilities Company

Michael L. Kurtz
Boehm, Kurtz & Lowry

36 East Seventh Strect, Suite 2110
Cincinnati, Ohio 45202

Counsel for Kentucky Industrial
Utility Customers, Inc.
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Ratemaking Implications of Adopting SFAS No. 143 & FERC Order 631

Louisville Gas and Electric Company

Impact of Pro forma Adjusted Net
Pre-SFAS No. SFAS No. Post SFAS No. Adjustment  Operating
143 143 143+ *x Income

Operating revenues 1,079,301,129 1,079,301,129 1,079,301,129
Operating expenses 900,595,380 (5,280,909) 895314471 5,280,909 900,595,380
Income taxes 56,447,778 2,131,507 58,579,285 58,579,285
Net operating income 122,257,971 3,149,402 125,407,373 (5,280,909) 120,126,464
Other and interest expense 28,832 688 28,832,688
Net income before cumulative effect of accounting change 93,425,283 3,149,402 96,574,685
Cumulative effect of accounting change - (5,280,909} (5,280,909)
Income tax on cumulative effect - 2,131,507 2,131,507
Net cumulative effect of accounting change - (3,149,402) (3,149.402)
Net income 93,425,283 - 93,425,283

* Al amounts presented can be found in Section 42 of the filing requirements.

** The pro forma adjusiment agrees to Reference Schedule 1.25 of Rives Exhibit 1. Taxes on the pro forma adjustment

are calculated on Line 40 of Rives Exhibit 1, Page 3 of 3.

Kentucky Utilities Company Jurisdictional

Impact of Proforma Adjusted Net
Pre-SFAS No. SFAS No. Post SFAS No. Adjustment  Operating
143 143 143 * i Income

Operating revenues 768,801,159 768,801,159 768,801,159
Operating expenses 648,923,963 (8,434,618) 640,489,345 3434618 648,923 963
Income taxes 38,739,860 3,404,423 42,144,283 42,144,283
Net operating income 81,137,336 5,030,195 86,167,531 (8,434,618) 77,732,913
Interest expense 20,391,767 20,391,767
Net income before cumulative effect of accounting change 60,745,569 5,030,195 65,775,764
Cumulative effect of accounting change - (8.434,618) (8.434,618)
Income tax on cumulative effect - 3,404,423 3,404,423
Net cumnulative effect of accounting change - (5,030,195 (5,030,195)
Net income 60,745,569 - 60,745,569

* Allamounts presented can be found in Section 42 of the filing requirements.

** The pro forma adjustment agrees to Reference Schedule 1.25 of Rives Exhibit 1. Taxes on the pro forma adjustment

are calculated on Line 38 of Rives Exhibit 1, Page 3 of 3.
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